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FOREWORD 


In the levying of federal income and estate taxes, considerations of administrative 
fairness and efficiency, of fiscal needs, and of broad political, economic and social 
policies, all are inextricably related, with the not surprising consequence that nearly 
thirty years’ experience has left a host of unsolved problems. These problems have 
been the subject of extended public debate and scholarly inquiry. Accordingly, in this 
symposium, there has been little opportunity, indeed, little attempt, to break new 
ground. In a number of instances, the articles published are restatements—in the 
light of present-day developments and within limits set by editorial necessity—of 
views which the authors have already expressed elsewhere. Without derogating from 
the value of the new material or the fresh treatments presented, it should be stated that 
the primary purpose of this symposium is to exploit those advantages which accrue 
when the various facets of a subject are examined by a number of authors within a 
single work and when conflicting arguments and points of view are set in juxa- 
position. 

’ Comprehensive reéxamination of our federal income and estate taxes is an under- 
taking which cannot long be postponed. This may eventuate in proposals which will 
sweep beyond the framework of the existing system, but in any event it is certain 
that each of the questions dealt with in this symposium will be raised for-eensidera- 
tion anew. Since the determination of these issues will rest not solely with the tax 
experts of Congress and the Treasury but, in no small measure, with the informed 
public, lay and professional, there seems both occasion and need for the publication 
of this material which is designed to facilitate a broader appreciation of the difficult 
task ahead. 

For invaluable assistance in the organization of this symposium, I am indebted 


to my colleague, Professor Charles L. B. Lowndes. 
Davin F, Cavers. 








THE EVOLUTION OF THE FEDERAL TAX SYSTEM 


Roy Bioucu* 


The evolution of the federal tax system has been from small volume of revenues 
to large volume, from a simple structure to a highly complicated and diverse struc- 
ture, from almost complete reliance on indirect taxes to heavy reliance on progressive 


direct taxes. 
Over the three-fourths of a century of national life prior to the Civil War the 


tariff on imports was the overwhelmingly important source of federal tax revenue 
and during two-thirds of that period no other taxes were in effect. Basic develop- 
ments in the federal tax system have come for the most part in three major waves 
‘which occurred during and after the Civil War, the World War and the recent 
depression. Each wave was characterized by a great extension and multiplication of 
revenue sources, followed (at least in the first and second waves) by a contraction 
and abandonment of sources, with a net long-term result of expansion and diversifi- 
cation of the system. The Civil War period added to the tariff, internal revenue 
taxes on liquor and tobacco as permanent revenue sources. The World War period 
enlarged the income tax, which had just been introduced, from a minor position to 
that of the major source of federal revenue, and added the estate tax. The outcome 
of the latest major tax wave, that of the recent depression period, is still uncertain, 
but there is little doubt that the permanent effects on the tax system will be of major 


character.* 

*Ph.D., 1929, University of Wisconsin. Director of Tax Research, United States Treasury Department, 
since 1938. Chief Statistician, Wisconsin Tax Commission, 1927-1932; Associate Professor of Economics, 
Graduate School of Public Administration, University of Cincinnati, 1932-1938. Author and joint author 
of various articles and works in the field of taxation. 

2 Other waves of taxes which left no apparent permanent changes in the tax structure occurred during 
the first decade of national, life, the War of 1812, and the Spanish-American War, respectively. 

The first Act of Congress in 1789 imposed a tariff for revenue and protection. The revenue was insuffi- 
cient, and during the next few years taxes were imposed on the manufacture of whiskey, snuff and sugar, 
legal documents and carriages, and in 1798 a single payment direct tax levy was imposed on houses, 
slaves and lands. Collections from the various internal levies and the direct tax were relatively small, 
exceeding 15% of the collections from the tariff in only one year. All internal taxes were repealed in 
1802 or shortly thereafter. 

Opposition to internal taxation continued to be so strong that despite the requirements of the War 
of 1812, no new taxation was provided until the summer of 1813 when taxes were imposed on liquors, 
sugar refining, carriages, auctions and financial instruments, and a broad list of manufacturers’ sales, and 
a single payment direct tax imposed on houses, slaves and land. Tax rates were increased in 1814 and in 
1815 the internal revenue, including the direct tax, nearly equalled the reduced customs receipts of that 
year. Following a very high customs yield in the next year, after the end of the war, the war taxes were 
practically all repealed. 

From 1817 until the Civil War the tariff was practically the sole source of tax revenue, adjustments 
being made in the rates from time to time to meet the demands for revenue and protection. Revenues 
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Because of the long period with no internal taxation, it is perhaps not surprising 
that Congress showed some reluctance about passing such taxes when the Civil War 
started in 1861. In August 1861, a single payment direct tax on property and an 
income tax were imposed. A new income law was passed in 1862 and taxes were also 
placed on many other sources including spirits, tobacco, gross sales at a variety of 
specific and ad valorem rates, inheritances, legal documents, checks, occupations and 
professions, and possession of certain articles of luxury. Rates of the income tax, 
inheritance tax and most of the other taxes were increased in 1864. The peak’ of war 
revenues was reached in 1866, with customs and internal revenues totaling approx- 
imately a half billion dollars, of which the income tax furnished about 15%? 

In 1866 the manufacturers’ excises were generally reduced 20% and some were 
repealed; in 1867 others were repealed; in 1870 the gross receipts, sales, and in- 
heritance taxes were repealed, while the income tax was reduced and set to expire 
in 1872. Taxes on tobacco and liquor were not repealed but remained as permanent 
elements in the tax system, together with the tariff, which was imposed at high and 
generally increasing protective rates and continued to be the dominant revenue 
source. 

The tax system was at this time, as before the Civil War, made up of regressive 
taxes. In conjunction with the agrarian movement of the last quarter of the century, 
sentiment developed for the imposition of an income tax, not because of a need for 
new revenue, but to place heavier tax burdens on the wealthy. An income tax act 
was passed in 1894, but was declared unconstitutional in 1895 as being a direct tax 
and thus requiring apportionment among the states according to population. To- 
ward the latter part of the first decade of the 1900’s the movement for the income 
tax regained strength and in 1909 a corporation excise tax was imposed and an 
amendment submitted to the states to permit imposition of an income tax without 
apportionment. The amendment, the Sixteenth, was adopted by a sufficient number 
of states in February 1913, and that year a personal income tax law was passed. 

At the opening of the European War in 1914, the tax system of the United States 
consisted of the tariff, taxes on distilled spirits and fermented liquors, tobacco and 
tobacco products, individual and corporation incomes, playing cards and bank note 
circulation; and a group of taxes on oleomargarine, adulterated and processed butter, 
filled cheese, mixed flour, state bank notes, and white phosphorus matches, which 
were imposed for their regulatory effects rather than for revenue. The relative im- 


were in excess of requirements in the 1830's, leading to a distribution to the States just before the 
disastrous crisis of 1837. 

After the Civil War period the tariff, together with liquor and tobacco taxes, supplied revenues 
adequate to meet expenditures. Indeed, total revenues were again embarrassingly large in the 1880's, 
perhaps for the last time. 

The Spanish-American War of 1898 caused only temporary additions to the tax system. Various kinds 
of taxes were passed, including excises, an import duty on tea and a tax on the inheritance of personal 
property graduated according to the size of the personal property estate. These taxes did not remain in 
operation long, being entirely abolished by 1902. 

* See ScHULTz AND CaINE, FINANCIAL DEVELOPMENT IN THE UNITED States (1937) passim. This work 
was relied on extensively for the period prior to 1917. 
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portance of the various taxes is seen in the following table of revenues in the fiscal 
year 1914: 





Amount Percent of 
(millions) Total Revenue 
ESI Se AS Apr aaa Ba ir $292.3 43 
| SS Pee er rexeny cer iees eee Perey e 226.2 34 
ES eee ore ree ee eer rere: 80.0 12 
EE che hi ob ciks osha Koa stud wOAK EER CRAERES 71.4 II 
sie a Dees sf ihipik Gsm 85h Sd CAL ED Loa SAE 2.4 _ 
ess caren vele sAsyen tka sito leaeas stake $672.3 100 


The series of revenue-raising acts of the World War period began in 1914 with 
imposition of a group of stamp taxes and other excises, including occupational taxes 
on tobacco manufacturers. The Act of 1916 roughly doubled the income tax rates, 
imposed an estate tax, capital stock tax, and a tax on the net profits of munition 
manufacturers, and repealed or revised most of the 1914 excises. The act passed in 
March 1917 increased the estate tax rates and imposed an excess-profits tax on cor- 
porations and partnerships./ The first real war revenue act was passed in October 
‘1917. It reduced the exemptions of the individual income tax and greatly increased 
the rates, imposed an excess-profits tax on individuals and raised the rates on corpora- 
tions and partnerships, again increased the estate tax rates, substantially increased the 
tobacco taxes and very heavily increased the liquor taxes, and imposed a long list of 
excise taxes on various kinds of transactions. The peak rates of the war period were 
reached under the Revenue Act of 1918, passed early in 1919, which again increased 
the income tax rates, limited the excess-profits tax to corporations but added a heavy 
war-profits tax, and again increased tobacco and liquor taxes and added new excises, 
including retail sales taxes on a group of semi-luxury items. 

The peak of the war tax revenues was reached in 1920 when the various major 
groups of taxes produced the amounts indicated in the following table: 


Amount Percent of 
(millions) Total Revenue 
EE DR Wick FiAGA dehy Chk pa e RA he os andees $ 322.9 6 
Income tax (including excess-profits taxes)........... 3,956.9 69 
SUMMERS eee eat i sishet «feiss ones ee sale ws 103.6 a 
AEE eee CLC P reer, ETT tee Re Ore 139.9 2 
ETON PeCECE EON e ere e ee Tie 295.8 5 
A re ene eee re re QII.4 16 
etx e rads bo Jo4G 5s takai y aed ok bos aes $5,730.5 100 


The liquor taxes had produced much more heavily in the previous year ($483.1 
millions) but prohibition cut down the revenues for 1920. It is interesting to note that 
customs produced little more in 1920 than in 1914 while income and excess-profits 
taxes reached nearly four billion dollars, or more than two thirds of the total revenues. 

The tax reductions following the War were effected. by the Revenue Acts of 1921, 
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1924 and 1926, with a further minor reduction in 1928. The excess-profits taxes, 
capital stock tax, and most of the excises were repealed during this period. Under 
the 1926 Act the offset of state death taxes against the federal estate tax, which, under 
the 1924 Act, was allowed up to 25% of the latter, was raised to 80%, thus making 
the federal tax little more than a means of protecting states in the imposition of death 
taxes against the competition of other states which chose not to impose such taxes. 
Income tax rates on individuals were lowered and exemptions raised, the maximum 
combined normal and surtax rates under the 1926 Act being 25%. Despite this 
decrease, the income tax was the outstanding source of revenue during the 1920’s, its 
maximum significance appearing in the following figures for 1930: 


Amount Percent of 
(millions) Total Revenue 
RRR ane reer ae teenager a ee NL ay oa $ 587.0 16 
ISS SE NRE a wien ne Ryn Let eo oar YOR Pe 2,410.3 67 
Eee ee One eee ies yee Ieee 64.8 2 
NS 53S Sau AVE KE Ente pasha ert wea es 11.7 — 
EE Pe re ee eer eer 450.3 12 
I 355 es os A as ae ne ane OA bi aad 103.0 3 
EEE eee ee fits TE OR ry Toe Mame: $3,627.1 100 


Tax revenues fell off rapidly after 1930, in part due to the sensitivity of the income 
tax to declining business. Only $1,885 millions was collected in fiscal 1932. The 
imposition of increased taxes to restore the depression-reduced revenues did not begin 
until that year but thereafter important revenue legislation was passed in every year 
through 1939. The Acts of 1932 through 1937 strengthened the power of the revenue 
system. The Acts of 1938 and 1939 were designed to maintain the revenue yield 
while changing provisions that were deemed to need adjustment. It may be useful 
to trace the development of some of the more important types of taxes during this 
period. 

The individual income tax in 1932 was greatly strengthened as a revenue producer 
by reducing personal exemptions and substantially increasing both normal and surtax 
rates. Under the last pre-depression revenue act, that of 1928, personal exemptions 
for single persons were $1,500, for married persons $3,500, with an additional credit 
of $400 for each dependent. Rates ranged from 144% to a maximum combined nor- 
mal and surtax rate of 25% on income over $100,000. The 1932 Act reduced exemp- 
tions to $1,000 and $2,500 respectively, and increased rates to range from 4% to a 
maximum combined rate of 63°%% on income over $1,000,000. In 1934 income tax 
rates were again increased although most of the change was a shift from the normal 
rate to the surtax. In 1935 income surtaxes were increased to begin the next year. 
The increases applied to incomes above $50,000 and the maximum combined normal 
tax and surtax was 79% on income over $5,000,000. 

Corporation income taxes were likewise increased during this period. Under the 
1928 Act the corporate rate was 12% with an exemption of $3,000 allowed to each 
corporation. In 1932 the exemption was abolished and the rate increased to 134%. 
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In the 1935 Act the tax was given a graduated rate scale ranging from 12!4% on the 
first $2,000 of net income to 15% of incomes above $40,000, but the rates never went 
into operation, being replaced by provisions of the Revenue Act of 1936 before they 
became effective. The immediate incident which gave rise to the 1936 Act was the 
decision of the Supreme Court invalidating the agricultural processing taxes,’ thus 
eliminating a substantial volume of revenue. The new law was a compromise be- 
tween different points of view and provided for a graduated tax on corporations 
ranging from 8% on the first $2,000 of net income to 15% on net income above 
$40,000. A surtax on undistributed profits was imposed, the tax being graduated 
from 7°% of an amount of undistributed profits not in excess of 10° of adjusted net 
income to 27% on undistributed profits in excess of 60% of adjusted net income, 
with some reduction for corporations with incomes of less than $50,000. The exemp- 
tion from personal normal income tax, previously granted for corporate dividends, 
was repealed. In 1938 the undistributed profits tax was largely reduced and its 
method of computation changed so that it did not apply to corporations with less 
than $25,000 of net income and amounted to only 2!4% of retained earnings of cor- 
porations with more than that amount of net income. The rates thus imposed were 
to expire at the end of 1939. The Revenue Act of 1939 continued the rates on small 
corporations, but substituted a flat rate of 18% for the previous tax on corporations 
with over $25,000 net income. 

Numerous other changes in the income tax laws were made during the period 
1932-1939, many of them restricting deductions or otherwise expanding the tax base. 
An earned income credit which had been allowed to individuals was abolished in 
1932 but restored in restricted and modified form in 1934. The carry-over of busi- 
ness losses was reduced from two years to one year in 1932 and eliminated in 1933, 
being again restored in 1939. The income of corporations filing: consolidated returns 
in 1932 was subjected to an additional rate of 34%, this rate rising later to as high 
as 2% before it was eliminated in 1936, while in 1934 consolidated returns were abol- 
ished except for railroad corporations. In the 1935 Act the corporate tax base was 
extended to include 10% of intercorporate dividends beginning in 1936 and this was 
increased before becoming effective to 15% by the 1936 Act. In 1932 and 1933 and 
especially in the 1934 Act, capital gains of individuals were given a much less favor- 
able position than they had held formerly when gains on assets held over two years 
were subjected to a maximum rate of 124%4%, but the favorable position was largely 
restored in 1938 when a 15% effective maximum rate was provided. Deduction of 
capital losses from ordinary income was greatly restricted in 1934 for both individuals 
and corporations, but the previous treatment was largely restored in 1938 and 19309. 
A tax was placed on personal holding companies in 1934. Further legislation to 
prevent the use of such holding companies and other methods of avoiding the per- 
sonal surtaxes was provided in the Revenue Act of 1937 in which new rules of 
taxability were provided with respect to holding companies, trusts, etc. In 1939 fol- 


*U. S. v. Butler, 297 U. S. 1 (1936). 
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lowing favorable Supreme Court decisions the salaries of state and local officers were 
made subject to federal income tax and the federal government consented to state 
taxation of federal salaries. An effort on the part of the President and the Treasury 
Department to secure similar taxability of the interest on future issues of govern- 
mental securities was not acted on in 1939. 

In 1933 a capital stock tax was imposed. Unlike the tax of the World War period, 
the tax was based on a declared value of capital stock of corporations, the amount 
declared being at the option of the taxpayer. To prevent the declaration of low 
capital stock values, a so-called excess-profits tax was imposed on profits in excess of 
124%4% of the declared value, the percentage and tax rates being changed in later 
legislation. Succeeding revenue acts permitted several redeclarations of value and the 
1938 Act permitted a redeclaration every three years, while the 1939 Act permitted 
additional upward redeclarations in 1939 and 1940. 

The payroll taxes passed in 1935 as part of the social security program comprised 
a new element in the federal tax system. Payroll taxes to finance old-age insurance 
were imposed on all employers and employees except in certain specified groups, 
notably agriculture, religious and charitable organizations and governments. A 
similar tax on employers of eight or more persons was imposed at rates beginning 
at 1% and rising to 3% in 1938. Against this tax was allowed a credit of contribu- 
tions paid to state unemployment insurance systems up to 90% of the federal tax, 
which was thus intended primarily to encourage the adoption of state unemploy- 
ment compensation systems. The payroll taxes for old-age insurance were at rates 
of 1% each on employer and employee, with rates to increase at three-year intervals, 
totalling 3% each, beginning in 1949. In 1939 the step-up of 4% each, scheduled to 
take place in 1940, was cancelled. 

In 1932 the federal estate tax rates were increased from a range of 1% to 20% to 
a range of 1% to 45%, the higher rates in both cases applying to amounts of estates in 
excess of $10,000,000. The credit for state death taxes was retained but was not ex- 
tended to the rate increases so that all the new revenue went to the federal govern- 
ment. A gift tax was imposed to reduce avoidance of the estate tax through gifts 
inter vivos. Estate (and gift) tax rates were increased again in 1934 and still again 
in 1935 when a maximum bracket rate of 709% was imposed on amounts of net estates 
in excess of $50,000,000, while the specific exemption was reduced to $40,000 from its 
previous level of $50,000. An effort in 1938 to adjust the credit for state taxes and 
apply it to the whole federal tax was resisted by representatives of states and was not 
passed. 

Liquor taxation was continued throughout the prohibition period, but its employ- 
ment as a significant revenue source was resumed in 1933 when Congress determined 
that fermented liquors with an alcoholic content of not more than 3.2% were not in 
violation of the Eighteenth Amendment and imposed excise taxes on such beverages 
and occupational taxes on producers and dealers. The Eighteenth Amendment was 
repealed in December 1933 and in 1934 a tax on distilled liquors was imposed at the 
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rate of $2.00 a gallon* and changes were made in the taxation of fermented beverages. 
A minor increase in the tax on distilled liquors was made in 1939. 

Tobacco taxes were not increased during the period. 

A small number of stamp and other excise taxes were in effect prior to 1932. In 
that year the rates of some of these were increased while manufacturers sales taxes 
on a long list of products and taxes on checks, telephone and telegraph messages and 
other transactions were imposed. A federal tax was placed on gasoline, which was 
also being taxed by every state. In 1934 a number of minor excises were repealed and 
the gasoline tax was reduced, while a tax was imposed on the profit from the sale 
of silver bullion, this tax being a feature of the law providing for silver purchases by 
the Treasury. The 1938 law also repealed a few of the smaller excises and reduced 
the rates on some others. In general, however, the excise taxes at the beginning of 
1940 were as they were originally imposed in 1932. 

A new form of manufacturers’ excise was imposed under the Agricultural Ad- 
justment Act of 1933 in the so-called agricultural processing taxes, which extended 
to most of the basic agricultural products and to some competing commodities. 
The rates of these taxes were to be determined by the Secretary of Agriculture and 
the proceeds used for farm benefits and crop control. The processing taxes were 
declared unconstitutional early in 1936, primarily on the ground that they were an 
inseparable element in an agricultural control program beyond the power of Congress 
to impose. The decision® left the status of process taxpayers. in a somewhat confused 
state since some had paid the voided taxes while others had not. In order that proces- 
sors who had shifted the tax to others should not gain from its invalidation, the 
1936 Act imposed a tax on “unjust enrichment.” The tax was 80% of the net income 
from the sale of articles with respect to which a federal excise tax was imposed and 
shifted to others but not paid to the government. The measure of the tax was the 
net income but not to exceed the amount of the shifted tax. A processing tax was 
imposed on sugar in 1937. 

A highly protective tariff was passed in 1930 and no new tariffs were imposed 
thereafter through 1939. However, additional restriction of imports was provided in 
1932 by imposing excise taxes on the import of coal, copper, petroleum products and 
lumber. Other import excises together with processing taxes on certain imported 
vegetable oils were imposed in 1934. The reciprocal trade treaties, since 1934, have 
ameliorated tariffs and import excises in some respects. 

The tax collections of the fiscal year 1939 are shown in the following table: 


Amount Percent of* 

(millions) Total Revenue 
CLES ay Se pe ae eee ee Te Sen nee $ 318.8 6 
eee rr tert: reer tT eee 2,178.4 40 
Th 5055 6s kien hnsks easter Se4 bee aeks 740.4 13 
| POE eee ete (ey rer ee eyes e 360.7 7 
TUN 5 Ls wi Nivewievendiee var dows Wes 587.8 II 


“Prior to repeal, the tax on distilled spirits used for non-beverage purposes was $1.10 per gallon, for 
beverage purposes, $6.40. ® Supra note 3. 
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NE OMA: Ciba da Fb a wena Ses ENGIKEN VS dew oD 580.2 10 
I SUI 6 v5 s'6.0'cs- gene vasinwesveadenws 396.9 7 
ir as tbody nda eks kabnemcieqeaebrs 337.2 6 

EE Sti iin sch titans eu nenies avin x bakin cca ens $5,500.4 100 


During the previous year, fiscal 1938, the income tax collections totaled $2,623 
millions, which exceeded the 1930 figure and was also higher than the war-time 
peak income tax collections (exclusive of excess- and war-profits taxes). 

Several points may be worthy of note in commenting on tax developments. The 
direct taxes for which special provision was made in the Constitution whereby they 
were to be apportioned for collection among the states according to population were 
used only three times, in 1798, in 1813 and 1814, and in 1861. The first two taxes 
were on lands, houses and slaves, the last on general property. Under the 1861 tax 
the states were permitted to assume their quotas and pay direct, thus eliminating the 
necessity of federal administration. The tax collections were very slow in coming in 
and in 1891 all sums collected or credited to states were distributed back to them. 

While taxes have in the main been imposed for revenue purposes, some use has 
been made of taxation for regulatory purposes. The protective tariff, of course, is 
the outstanding example. A prohibitory tax on state bank notes was imposed in 
1865 and is still in effect. A 10-cent a pound tax was placed on colored oleomargarine 
in 1902. A tax was placed on the use of white phosphorus in the manufacture of 
matches in 1912. The taxation of profits from products of child labor in interstate 
trade was held unconstitutional as was a recent tax on producers of bituminous coal 
not coming under code regulation, but taxes on certain types of transactions, on 
commodity exchange, on narcotics and on firearms have been upheld. 

The growth of the federal tax system has been given direction by many factors. 
The impelling force for expansion has been the increased need for revenues. In- 
creases in annual expenditures have been on the whole gradual during times of 
peace, but major wars have resulted not only in heavy costs for fighting but in a 
permanently expanded level of peace-time expenditures. Thus, the lowest point 
reached by expenditures after the Civil War was over three times as high as prewar 
expenditures and the low point after the World War was over four times as high 
as before the War. Part of the increases were due to price changes, but the operations 
and functions of government had permanently expanded also. The latest major 
wave of higher tax rates and additional taxes grew out of the combination of in- 
creasing expenditures and declining revenues brought about by the depression. 

The greatest influence on the tax system has undoubtedly been changes in indus- 
trial and social conditions. Such changes were, of course, largely responsible for the 
pressure of increased expenditures. They also made available and acceptable sources 
of taxation which were not practical in earlier years. Examples are the income taxes, 
the estate and gift taxes and the war-time excess-profits taxes. 

In the interaction of these and other forces, accident and personal leadership 
and rivalries have throughout played important roles in directing the evolution of 
the tax system. 








170 Law anp CoNTEMPORARY PRoBLEMS 


The changes in the tax system and its immense expansion in size have brought 
to the front a new group of tax problems, few of which were in existence thirty years 
ago. Some of these problems are within the federal tax system while others involve 
relations between the federal government and the states and localities. The latter 
type of problems has arisen largely because of the extension of the federal tax system 
to include many new sources into which state tax systems were at the same time 
being similarly extended. When the federal government relied on the tariff and the 
states used the property tax almost exclusively, there was little or no conflict or 
competition for revenue between them. As has been seen, since 1909 the federal tax 
system has extended into many new fields, while the states have likewise reached 
out in all directions open to them. The result is that in numerous cases the federal 
government and the states are taxing the same base, often to the distress and great 
inconvenience of the taxpayers. Other problems have grown out of the increasing 
use of matching grants-in-aid, and the allowance of credits against federal taxes for 
payments of state taxes which is provided in the estate tax and the payroll tax for 
unemployment compensation. 

The problems within the federal tax system are the subjects of the papers in this 
symposium and will not be passed in survey here. It is interesting to observe that 
the problems discussed all concern the newer taxes on incomes and estates imposed 
during the past thirty years and which constitute the most successful effort to date 
to adjust tax burdens to the varying abilities and responsibilities of the members of 
the community to contribute to the support of government. It is an encouraging fact 
that the problems exist largely because of a public sensitiveness to the desirability of 
improving the equity and economic effects of the tax system. 




















THE PROPOSAL TO TAX SMALL INCOMES’ 


Paut J. Srrayer* 


The proposal to tax small incomes is a recent development. The suggestion that 
the personal exemptions of the federal income tax should be lowered has been favored 
by groups with aims diametrically opposed. One group would like to see the exemp- 
tions lowered for the purpose of increasing the total revenue of the federal gov- 
ernment. Another group favoring retrenchment believes that the lowering of the 
exemptions will result in an increase in tax consciousness and a growth of popular 
strength in an expenditure reduction program. The third group favors the reduction 
primarily as a means of improving the distribution of the tax burden in the lower 
brackets. It is believed that this can be done if the income tax is used in place of 
some of the existing taxes bearing heavily on the poor or resulting in unequal treat- 
ment of persons in the lower brackets. 

It is clear that any measure that receives the support of such different groups is 
an attractive means of improving the tax system. However, there is little evidence 
bearing directly on the effectiveness of the suggested remedy. It is the purpose of 
this paper to supply the missing data. First, there is the problem of the total amount 
of revenue that may be obtained. Second, one must consider the distribution of the 
existing tax burden and the possibility of improving it. Third, is the question of tax 
consciousness; how it may be generated, and its possible effects. Fourth, and of at 
least as much importance as any of the other points, is the question of the adminis- 
trative practicability of the direct taxation of small incomes. It is of interest to note 
that it is on this important issue that there has been the least thought. 


Revenue Aspects 

Some idea of the yield of the tax on small incomes is necessary, if there is to be a 
decision as to the merit of the current proposal. It is difficult to make estimates of 
an exact nature. The yield will vary as the tax rate imposed is high or low, and 
with the decision as to the desirable level of exemption. Another source of variation 
is the size and the distribution of the national income. The fluctuations from a good 


*A .B., 1933, Swarthmore College; M.A., 1935, Ph.D., 1939, Columbia University. Instructor in Eco- 
nomics, Princeton University. Assisted, as a member of the Twentieth Century Fund research staff in 
1936, in the preparation of the study, Facinc THE Tax Prosiem, Carl Shoup, Director, New York, 1937. 
Author of THe TaxaTIon oF SMALL Incomes (Ronald Press, New York, 1939) and contributor to tax 
periodicals. 

* This article is based on THE TaxaTION OF SMALL INcoMEs (1939) by the same author. As most points 
are developed more fully in the book, no specific reference to it will be made. 
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year to a year of depression make a single estimate of little value. There is also the 
problem of evasion. Data on this point can be obtained only by actual trial under 
existing conditions. However, by making assumptions as to the rates, level of exemp- 
tion, and year, it is possible to set the maximum that might be expected to be gained 
from the tax on small incomes. 

Senator La Follette has proposed that the exemption of the present income tax be 
lowered from $2,500 for married persons or heads of a family and $1,000 for single 
persons to $2,000 for married persons and $800 for the single person. He suggests 
that the $400 dependent allowance remain unchanged with the proviso that all 
children receiving family support be included in this category up to the age of twenty 
years, rather than eighteen. If a normal rate of 4% were maintained, the Treasury 
estimates such a reduction in exemptions would yield an additional $60,400,000 on 
1938 incomes.’ A later estimate for the calendar year 1939 places the increase in the 
yield at $56,400,000.? If the same exemptions as proposed by La Follette were to be 
used with a normal tax rate of 5%, instead of the usual 4°, the estimate for the 
calendar year 1939 would be increased to $135,600,000. 

Other estimates are available for a lower level of exemption and a normal rate 
of 4%. These estimates prepared by the Twentieth Century Fund are presented in 
Table I below. 


Taste I. EstimaTep YIELD oF PErsonaL INcomE Tax wiTH VARIOUS 
Levets or Exemptions* 

















1928 Incomes 1933 Incomes 1934 Incomes 
Exemptions: 
Married..... Brscmt $2,500 $1,000 $2,500 $1,000 $2,500 $1,000 
ee 1,000 500 1,000 500 1,000 500 
Dependent......... 400 200 400 200 400 200 
(Yield in millions of dollars) 
Normal tax at 4%"... 432 826 105 282 121 334 
Surtax: 1936 Act...... 2,474 2,574 379 407 413 454 
Gere 2,907 3,401 483 689 533 788 
Gain in normal tax. . 394 177 213 
Gain in surtax...... 100 28 41 
PE 5.5 5'«9's'0o 494 205 254 














* Source: SHouP AND OTHERS, Factnc THE Tax ProsLeM (Twentieth Century Fund, Inc., 1937), table 


7» PP. 74-75. 
* Dividends assumed exempt from normal tax. With this exception the net income subject to normal 


tax and surtax is as defined by the Revenue Act of 1936. 
The level of exemption used in these estimates is probably as low as would be 
suggested by the most ardent advocate of the tax on small incomes. The use of 1928 


283 Conc. Rec. 5162, 5163 (1938). 
* Hearings before the Committee on Ways and Means on Revenue Revision 1939, 76th Cong., 1st Sess. 


(1939) 182. * Ibid. 
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incomes provides an estimate of the yield of the tax under the unusually favorable 
conditions. The estimates based on the incomes received in 1933 and 1934 give some 
idea of the extent to which the tax might be expected to fall off in the depths of a 
depression. The increase in the income tax yield of $494 millions for the income 
year 1928 might be thought of as the maximum and the $205 millions increase in 
the income year 1933 as the maximum additional revenue at the suggested exemption 
level. These estimates assume that the administration would stand up under the 
strain. This is not certain. 

It is obvious that even under the most favorable conditions there is little possibility 
of achieving a balanced budget by lowering exemptions. The amounts involved are 
sufficiently large, however, to be of significance and would permit modification of 
the federal tax structure. For example, the increase in revenue in the year 1928 
would have permitted the replacement of the federal tobacco taxes, automotive taxes, 
admissions tax and capital stock transfer tax. The estimated increase in 1933 would 
have been sufficient to offset approximately half the federal tobacco taxes for that 
year. 

These estimates may be misleading to one unfamiliar with income tax procedure. 
This is because the increase in yield is the result of additional contributions from 
existing taxpayers as well as from persons who had never paid an income tax before. 
The present system grants the personal exemption to all taxpayers regardless of the 
size of the income. Thus, a married couple without any children, who earn $3,000, 
will pay a 4% tax on $200. If their exemption is lowered to $1,000 and their net 
income remains the same, they will pay a 4% tax on $1,700.* It is clear that the 
lowering of the exemption level will bring in a considerable amount of new revenue 
from persons already subject to the income tax. It is difficult to estimate the net con- 
tribution of new taxpayers to the totals given above. However, it is probably safe 
to say that it is not over 60% in the case of the Twentieth Century Fund figures. 
This suggests two points. One, is that a large part of the increased revenue obtained 
from the lowering of the exemption levels might be obtained by the raising of the 
rates on existing income taxpayers. The other is that it would be desirable to change 
the form of the exemption to a deduction in terms of tax. This has been done by 
several of the states and has the advantage of giving everyone an exemption of equal 
value and also the advantage of making it possible to estimate with ease the exact 
amount contributed by new taxpayers, should the exemptions be lowered by the 
federal government. 

It is a common belief that, if it is necessary to raise a lot of money, the best source 
is to be found in the mass of the population with the low incomes. The success 
of the state sales tax, the British tea duty, and the federal excises on tobacco and 
liquor support this view. However, the estimates presented above do not indicate 
that the lowering of the personal income tax exemptions will lead to a very large 
increase in income tax revenue. There are several reasons for this lack of pro- 


“The earned income allowance increases the tax-free income by 10%. 
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ductivity. First, the suggested exemptions are still sufficiently high to leave the 
larger part of the population free of tax. Secondly, the tax on these incomes would 
be assessed on only that portion of the income above the exemption in contrast to 
the sales tax which is assessed on all purchases without any exemption. Lastly, there 
is the fact that the distribution of the national income is such that the poorest half 
of the population receives much less than half the national income. The Brookings 
Institution estimates that in 1929, 64.8% of all personal incomes were $1,500 or less, 
and that the aggregate of all these incomes was only 28.8% of the total national 
income for that year.5 On the other hand, they estimate that in the same year 1.8% 
of all personal incomes were $8,000 or more, and that the aggregate of these incomes 
was 27.9% of the total national income. The estimates of the National Resources 
Committee for 1935-36 indicate that “the highest five per cent of all families and 
single individuals—those with incomes of $3,400 and over—received 27 per cent of 
the aggregate—almost as much as the lowest 60 per cent.”® 

The effect of the concentration of the national income in the top brackets and 
the use of the progressive rate scale is well illustrated by the analysis of the federal 
income tax statistics for 1936. In that year, the returns of over $5,000 were 12.51% 
of the total, but were the source of 92.02% of the total revenue. As long as this 
condition prevails, there is no chance that the lowering of the exemptions will prove 
to be a source of funds as important as the raising of the rates in the middle and 
upper brackets. : 

Although the additional revenue obtainable from the lower bracket income tax 
is not large, as sometimes believed, some of the advocates of lower exemptions 
suggest that the yield of the income tax would be stabilized if the exemption limit 
were lower. Inspection of Table I, above, does not support this belief. Although 
the decline in the yield of the personal income tax from 1928 to 1933 is slightly less 
on a percentage basis, the absolute decline is much greater with lower exemptions. 
The concentration of income in the high brackets, and the fact that these incomes 
are subject to the highly progressive rates, seem to be the main reasons for the varia- 
tion in yield. The inclusion of capital gains in the definition of taxable income also 
tends to increase the variability of the yield. Although the greater stability of the 
British income tax is often attributed to the low exemptions, it can be much more 
readily explained by the fact that the British law does not include capital gains, the 
maximum rates are not as high and are reached more rapidly than under the United 
States law, and, most importantly, the fact that the national income in Great Britain 
has not been nearly as variable as in the United States. 

It may be concluded that the revenue potentialities of the tax on small income 
are attractive but do not support the belief often expressed, that this is a solution 
to the problem of declining income tax returns in depression. 


® Leven, MouLton, AND WarsurToN, AMERICA’s Capacity TO ConsuME (1934) 207. 
® Nat. Resources COMMITTEE, CONSUMER INCOMES IN THE UNITED STATES (1938) 6. 
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Exemption Theory 

If the exemptions of the personal income tax are to be lowered, the question arises 
as to what extent and with what justification. Since the first modern income tax was 
passed in England in 1799, there has been some minimum income level below which 
the tax would not apply. This minimum has varied from time to time. The Revenue 
Act of 1913 granted an exemption to married persons with income of less than 
$4,000 and single persons with incomes of less than $3,000. At the present time a 
mere subsistence is granted in Germany. The only consistency in the exemption 
policy of the different governments is that at least some amount is completely free 
from income tax. ; 

The most common justification of the exemption of some minimum income is 
that it is not just or economically wise to tax incomes below the level of subsistence. 
This has been expanded by some later writers to include not only a bare minimum 
but also some additional amount necessary for the maximum efficiency of the 
worker. There are two objections to this theory of the exemption policy. In the 
first place, there is no agreement as to the specific sum to be left tax-free. In the 
second place, most of those who favor the subsistence argument do not take into 
account the fact that the same government that provides for exemption from the 
income tax collects a large part of its revenue by means of various excises and in- 
direct levies passed on to the general consumer at all income levels. 

A more realistic explanation of the exemption policy must take into account the 
burdens imposed by other taxes of the system. If this is done, it becomes clear that 
the exemption from income tax must be justified on other grounds. From the 
political and administrative points of view the desire to “pluck the goose with the 
least squawking” is an important consideration. The income tax might cause a 
great deal more opposition to an administration than some other means of raising 
the same amount of revenue. A tax that can be paid in small sums over the whole 
year is probably less irritating than the income tax. If the little fellow pays his tax 
in the form of higher prices for the goods he buys, the practical politician is even 
better pleased, at least until someone stirs up the mass of the voters to realize that 
they are taxpayers. If indirect taxes are used, there is obviously little justification for 
the imposition of an additional income tax on the person in the lowest brackets. 

One additional factor must be included in the explanation of the practical policy 
followed by different governments. Regardless of the\other taxes imposed, the 
tendency has been for the level of personal income tax exemption to vary, as there 
is need for more or less total revenue. No better example need be cited than that 
of the lowering of the federal income tax exemption from $4,000 to $2,000 for 
married persons between 1913 and 1917 and the subsequent raising of the level to 
$3,500 in 1926. 

It is apparent that no one theory of exemption will serve as a basis for policy. 
No single tax may be considered good or bad unless its place in the tax system is 
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realized. The case for the lowering of the present federal exemptions must, there- 
fore, be considered in light of other federal levies. Two possibilities are presented: 
First, the lowering of exemptions without other modification of the tax system. 
Second, the possibility of improving the present distribution of the tax burden by 
the substitution of the lower bracket income tax for some other less desirable 


measure. 


The Distribution of the Federal Tax Burden 

Any decision as to the desirability of either of the alternatives suggested above 
will depend upon the individual bias as to the desirable distribution of the total 
federal tax burden. This is a matter where there is little basis for an appeal to 
anything but the most general guides provided by writers in the field. Seligman has 
advanced the theory that the tax burden should be distributed on the basis of 
faculty, differing only slightly from the more generally accepted theory of taxation 
according to ability. ‘To give exact meaning to these concepts is obviously impossible. 
The questions involved are primarily ethical and of the nature of all questions of 
right or wrong, based on some concept of the most desirable form of social relation- 
ships. Effects on economic productivity are to be included, but they are of no greater 
importance than the social consequences. In the limits of this paper it is impossible 
to give the basis for any one theory of the ideal distribution of the total burden. 
However, it will be assumed that the present state of economic and’ political opinion 
favors the maintenance of a progressive distribution of the federal tax burden. The 
use of progressive rates under the personal income tax gives support to this view. 
It will also be assumed that net income is the best base for the measurement of 
taxable capacity. This is with the exceptions of special regulatory taxes and others 
to be justified on the basis of benefit or cost of service. Adjustments in taxable 
income to allow for the differences in ability, such as the allowance for dependents, 
are also believed to be desirable. 

There is general agreement that, for the purpose of general revenue, the burden 
of taxation should rest equally on persons with similar incomes and responsibilities. 
The desirability of relieving the lowest income groups from any contribution to the 
support of their government is not so acceptable. This is not the practice at the 
present time. The burden imposed by the various indirect levies is generally believed 
to be shifted, at least in part, to all purchasers of the necessities of life. Many persons 
favor at least a token payment in recognition of the obligation of all citizens to 
contribute to the support of their government. However, there is general agreement 
that the total to be collected from those with less than an adequate subsistence 
income should not be forced to make a large contribution. This is bolstered by the 
fact that this group is the recipient of a good part of the social service outlays of 
the federal government and there would be little point in the collection of sums 
that would be immediately paid back to those same persons in increasing measure. 

With this set of aims the desirability of a lower level of personal exemptions may 
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be more realistically considered. First, there is the question of the progressivity of 
the federal tax structure. There seems to be little doubt that the progressive income 
tax rates provide the progression from the $5,000 level up. Not only the income tax 
but the estate and gift taxes become effective at this level. This group is, however, a 
very small part of the total tax-paying population. At present, the largest number of 
income taxpayers would not be expected to increase to more than four or five 
millions. Assuming that each taxpayer represent a family group, the maximum 
number of families affected is probably about one-sixth of the total in the country. 
The mass of the population contributes to the federal government only indirectly as 
the result of the federal excise, tariff, and social security taxes. The tobacco and 
liquor taxes are the largest revenue producers of this group. The social security 
taxes are not general levies and customs revenue is only an indirect objective of the 
present tariff schedules. These taxes are levied at proportionate rates and affect the 
taxpayer by increasing the cost of the goods he buys. As expenditure of income for 
the items taxed is generally less as the size of the income increases, there is little 
doubt that the result is a regressive distribution of the federal tax burden in the 
lower brackets. That is, the percentage tax contribution of those in the lowest 
income brackets is larger than those in the higher income brackets. 

The second major requirement is that the tax burden should rest equally on 
persons with similar incomes and responsibilities. This is based on the assumption 
that persons with equal money incomes enjoy equal satisfactions and that some 
monetary allowance may be made for differences in responsibilities. This is probably 
not true in all cases but appears to be a more reasonable assumption than any alterna- 
tive that presents itself. 

Excluded from consideration are taxes that may be justified on the basis of 
benefits received. Of the federal taxes this will exclude the gasoline tax and the 
social security taxes. As indicated above, the important sources of revenue in the 
lower brackets are the tobacco and liquor taxes and the federal excise taxes. It is 
obvious that unless similar amounts of the commodities taxed are consumed by 
taxpayers in similar positions, the requirement of equality will not be fulfilled, as 
the burden imposed is in proportion to the volume of consumption. This is not 
true. The few commodities taxed makes the possibility of discrimination even greater 
for the federal taxpayer than it would be for the person paying the state sales tax. 
For example, a non-smoker will avoid all the tobacco tax. The justification of this 
discrimination on moral grounds seems rather far-fetched at the present time. 

The allowance for differing responsibilities is also impossible to satisfy with the 
use of the indirect tax. As a matter of fact, as responsibilities increase, the portion 
of the income spent on taxed commodities is likely to increase. Thus, the tax burden 
will be greater for the person with the large family than with the small. Some 
adjustment might be made by the imposition of excises on luxury goods. This 
might seem an attractive way to make the desired allowance but would be either 
an unimportant source of revenue or would still permit considerable discrimination. 
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The commodity that is a luxury to one family in the lower brackets may be a neces- 
sity to another. 

Finally, the question of the desirability of relieving a part of the burden on 
families with incomes below a subsistence level requires attention. Whether the 
objective is the complete exemption of this group, or the restriction of the tax to 
a nominal contribution, the use of the indirect tax on widely purchased commodities 
will prevent its attainment. Not only is it impossible to relieve this group from a 
substantial contribution to the federal government but the existing uncertainty as 
to the amount of the indirect taxes that may be shifted makes the exact burden a 
matter of conjecture. It seems clear that the attainment of either objective will be 
impossible under the present federal tax system. 

On the basis of the evidence presented above, the present distribution of the tax 
burden falls short of the ideal. It is clear that it is necessary to look to some other 
means of raising revenue if it is to be attained. The personal income tax seems to 
be the most attractive alternative. Assuming that it is administratively possible to 
substitute the personal income tax for the present indirect levies on the lower bracket 
incomes, there is no question that a much closer conformity to the ideal distribution 
of the tax burden might be attained. Under the personal income tax, rates may be 
adjusted to assure any degree of progression desired. As it is generally agreed that 
there is no shifting of the income tax burden there would be no problem of the 
unequal taxation of persons with similar incomes. Allowance for individual differ- 
ences in capacity arising out of other factors than income can be made. The granting 
of complete exemption to the lowest income group may be assured if indirect levies 
are replaced by an income tax with exemptions of the desired level. If some token 
payment is desired to indicate the obligation of all citizens to their government this 
could be accomplished by the imposition of some minimum fee for all persons 
regardless of the size of their income. 

The advantages of the income tax as a means of attaining the ideal distribution 
of the tax burden are not restricted to the ideal as outlined above. Most any type 
of program can be more certainly realized by the use of the income tax with its 
certain incidence of the tax burden. The one exception is the possibility of the 
distribution of the tax burden on the basis of benefits received or cost of service. 
This may be attained with some other type of tax. However, it is not likely that 
general agreement as to the desirability of the distribution of the general tax burden 
on the basis of ability will change in the near future. 


Tax Consciousness 

A most appealing case for the proposal to tax small incomes has been made on 
the basis that it would generate increased tax consciousness. In many cases this has 
been the primary argument advanced in favor of the proposal. Tax consciousness 
is not usually desired as an end in itself but as a means to attain some further 
objective. One of the most common beliefs is that an increase in tax consciousness 

















ST ee re 


TF Ny PE 


ig eer 














Tue Proposat To Tax SMALL INcoMEs 179 


will develop a sense of political responsibility and prevent.the masses from favoring 
excessive expenditures with the belief that they will be able to pass the burden to 
the wealthy. Although the argument is sometimes stated in general political terms, 
more often the creation of tax-conscious voters is favored as a means of achieving a 
specific political objective. The most frequent objective is the control or reduction 
in the size of the federal expenditure. It is also suggested that greater tax conscious- 
ness might prevent military expenditures leading to participation in a war. Another 
reason for the advocacy of lower exemptions is the belief that high-bracket taxpayers 
realizing the burden imposed upon the mass of the population would be more willing 
to pay their high rates than they are at the present time. . 

The desirability of lower exemption to increase tax consciousness is dependent 
upon the assumption that the present tax system does not create tax-conscious citizens 
in the lower brackets. This assumption seems to be fair with respect to the federal 
government. The only tax collected directly from the lower income brackets is the 
social security tax. Although a large per cent of the population is required to make 
this payment for old-age pensions, it is of less importance than it might be because 
it is directly connected in the taxpayer’s mind with his eligibility for the old-age 
pension. It is also subject to the disadvantage of being collected at the source as a 
regular deduction from wages and may in time be accepted as a matter of course. 
Other taxes that impose a burden on the small income recipient are not assessed in 
a manner calculated to generate much tax consciousness. The only one that might 
have some effect is the tobacco tax. However, it is not likely that the average smoker 
is aware of the fact that the internal revenue stamp on each package of twenty 
cigarettes is an indication of his contribution to the federal treasury. 

Even if it is concluded that the income tax is a desirable means of increasing the 
degree of tax consciousness it is not certain that this will be the result. If the 
income tax were to be collected at the source, there would probably be less tax 
consciousness than if it were paid directly. If the amount does not vary with the 
size of the federal expenditures there will be less appreciation of the trend of fiscal 
policy than if the rate is allowed to vary with the revenue needs of the government. 
A flat fee is therefore less desirable than a varying rate. If it is believed to be 
desirable for administrative or distributive reasons to provide for some minimum 
exemption, this will also work against tax consciousness in the lowest brackets. 
However, there is little question that the lower the exemptions under the federal 
income tax, the greater the number of citizens who will be made directly aware of 
the cost of the federal government. 

It has been assumed up to this point that the creation of tax-conscious citizens 
is desirable or that it will accomplish the aims set forth by those who wish to see 
it increased. The evidence does not indicate that this is certain. The reaction of 
the taxpayer is unpredictable and may result in greater rather than less expenditure. 
Another possibility is that if the mass of the voters were to be made tax-conscious 
they would demand the repeal of the tax. This was the experience of New Jersey, 
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when it imposed a sales tax. Indiscriminate creation of tax consciousness may have 
other adverse results. Special groups may use it to further their own narrow interests. 
It is also true that all expenditure reductions are not desirable. Examples of diffi- 
culties of this sort are found in the constitutional property tax rate limits, homestead 
exemptions and in the tendency for unwise curtailment of public expenditure for 
such services as public education. 

There is no positive evidence that the creation of tax consciousness will have a 
generally beneficial effect. Interviews with officials in the British administration 
indicate that their low exemptions are not of much practical significance except as 
they make the persons in the higher brackets feel better about their heavy burdens. 
An indication of the British attitude is found in the fact that recent increases in 
the tax burden were effected by increasing the income tax rates in the middle and 
upper income brackets and an increase in the tea duty by two pence a pound to 
collect more from the lower brackets. 

It may be concluded that the argument in favor of the income tax at lower levels 
is not materially strengthened by its possible effects on tax consciousness. If reform 
is desired, a better way to attain it would be to educate the taxpayers in such a way 
that they will be able to make intelligent choice among alternative policies on the 
basis of complete knowledge rather than as a result of the irritation resulting from 
the imposition of some particular levy. 


Administrative Aspects 

Before any conclusions may be reached as to the desirability of the proposal to 
tax small incomes, the administrative practicability of such a tax must be investigated. 
First, there is the question of the feasibility of any such tax. In the second place, 
the type of tax administration that seems to be possible will have important bearing 
on its advantages as a substitute for existing levies on the poorer classes. 

If the advantages claimed for the personal income tax are to be realized, there is 
little hope for a simple tax. It might be conceded at the start that the personal income 
tax is more difficult to administer than many alternative levies. If allowance is to be 
made for every slight difference in ability, the extreme of a tax assessed on a com- 
pletely individual basis might be the result. However, even if some compromise 
is made for the practical limitations the maintenance of the desirable features of the 
personal income tax will present complex problems. These are accentuated in the 
lower brackets by the fact that the data are less certain and the numbers of taxpayers 
are increased many times. 

The most certain advantage of the income tax is that it is the most equitable 
means of collecting revenue for general purposes. It is not certain, however, that 
this advantage can be maintained if the level of exemption is lowered. In the first 
place, additional difficulty is to be anticipated in the determination of the net taxable 
income. Allowance for expenses necessary to the acquisition of income would prob- 
ably have to be made on the basis of occupation rather than individually. This has 
been the experience in Great Britain but has worked to the satisfaction of all con- 
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cerned. In any event, the fact that some allowance is made is a point in favor of 
the income tax. An additional source of difficulty is found in the fact that in the 
lower brackets equality would demand some recognition of the fact that money 
income is not the only source of real income. The farmer will often enjoy a large 
part of his income in the form of produce. It is difficult to measure the value of 
such income. As this type of income is more important in the lower brackets, failure 
to recognize it might lead to serious complaint. However, as no recognition of this 
factor is made under the present tax system, failure to allow for it under the income 
tax would not be a serious argument against the proposed change. 

A more serious limitation of the tax on small income is found-in the difficulty 
of measuring accurately the total cash income of wage-earners, farmers, and others 
in the lower brackets, who keep poor records and may not know what their total 
income amounts to. Deduction of the tax at the source would help in the case 
of industrial workers, but would not help in the case of the farmer or the small 
business man. The present exemption of this group from the social security taxes 
is justified on the basis of administrative limitations. It is possible that inequitable 
assessments might lead to extensive evasion and the break-down of the income tax 
program. 

It is also clear that the payment of the tax by the lower income groups would 
have to be in small amounts at frequent intervals. A weekly wage-earner thinks 
and acts on the basis of the week, rather than the year. How much additional 
difficulty this might create is not certain, but it is another factor tending to compli- 
cate the administration. 

If it is assumed that the lower bracket income tax will meet the requirements of 
equity, there is still to be considered the cost of the administration of such a tax. 
If a large part of the tax collected is required to pay for its administration, there is 
little advantage in the attainment of additional equity. Unfortunately there is little 
evidence on this subject. It is believed, however, that cost of collection would be 
increased by the lowering of the exemption level. An indication of the possibilities 
is found in the experience of Utah. A personal income tax adopted by that state in 
1931 required the filing of a return with a fee of one dollar by all citizens unless 
“infirm, idiotic, insane or indigent.” Rates of the general income tax were low and 
the offset of property tax up to one-third of the net income was permitted. In spite 
of these additional factors leading to high administrative costs, the fact that in 1933 
34% of the tax collected was required for administration gives some indication of 
the nature of the problem. The state tax commission recommended the repeal of 
the fee. When this was done, costs were reduced to a normal level. 

The experience in Great Britain tends to support the conclusion that the income 
tax is very expensive to collect in the lower brackets. Although there are no authori- 
tative data available the most recent estimate made by Mr. Churchill placed the cost 
of collection of the income tax on weekly wage earners at 33% of the yield in 1928. 
Members of the British administration have recently informed the writer that there 
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are no statistics available to indicate the exact costs involved. However, they gave 
the impression that the costs were large in proportion to the revenue collected from 
the lower brackets. 

Various means of administering the income tax in the lower brackets may be 
considered with the possibility of reducing the cost of collection and preventing 
evasion. One of the most attractive suggestions is that the tax might be collected 
at the source. Although this would not help in the case of the farmer, or small 
business man, it is possible that the industrial worker could be assessed more easily 
by some such device. There is one danger. This is, that the difficulties of adminis- 
tering even this type of tax would lead to its modification and the eventual adoption 
of a gross income tax or wage tax with no allowance for unemployment or differing 
responsibilities. Thus, the gain in equity would be less than anticipated in the 
original tax bill. 

It may be concluded that the administrative difficulties of the taxation of small 
incomes are serious. Prudence would suggest that any immediate change be under- 
taken slowly and that care should be exercised in the maintenance of records to indi- 
cate the success of the experiment. The problem of administrative organization and 
"personnel requires serious attention. The successful British administration can be 
studied with profit. The more recent developments in the Australian states are also 
of interest to anyone responsible for the development of an administrative organiza- 
tion to cope with the problem. However, in the last analysis the solution of the 
American problem will have to be worked out in our own way. Special problems 
arise out of the diversity of our economy. Varying economic conditions in different 
areas would seem to prevent the adoption of a single administrative program. A 
successful modification of the present tax system cannot be accomplished overnight 
and should be based on extensive investigation of all the possibilities. 
































THE PROPOSAL TO REDUCE HIGH SURTAXES 


I. THE CASE FOR REDUCTION 


James D. Macezs* 


The question of progressive rates for income taxes, particularly what the upper 
limits of the progression shall be, is one of the most controversial in the whole field 
of public finance. The earlier discussions were over the question of justice in taxation 
—whether taxes should be based on ability to pay or on benefits received. Ability 
to pay is now generally accepted as the just basis for taxation. The discussion has 
now taken a new turn. Other than fiscal considerations are brought in. Those with 
high incomes, the argument runs, should pay at higher rates not only because they 
have more ability, but also because by this process the inequalities in the distribution 
of wealth will be somewhat lessened. 

There are many people who object to the use of taxation for any purpose other 
than the raising of revenue. One need not agree with them and yet may doubt 
whether high surtax rates are the best way to bring about greater equality of income. 
Those who propose such use of taxation for purposes of reform usually assume that 
the only effect will be the one desired. However, it appears evident that in the effort 
to equalize wealth by heavy surtaxes we have seriously hampered economic recovery 
by lessening the funds available for investment in equity capital. 

The plan of the paper is simple. We shall first indicate the changes which have 
taken place in the normal and surtax rates of the federal income tax and then shall 
attempt to show that the undesirable effects of the high surtaxes are great enough to 
make it advisable to lower them. 

In brief, the argument is that high surtaxes along with certain other features of 
our system of taxation are an important factor in checking recovery by hampering 
investment in equity or risk capital. This does not mean that the cutting down of 
the high surtaxes would by itself bring an investment in equity capital. There are 
other conditions which have to be considered, but it would remove one of the 
hampering factors. 

We turn now to the history of the income tax rates. The income tax is divided 
into two parts: the normal tax which must be paid on all the taxable income and the 


* A.B., 1902, Des Moines; A.M., 1906, Ph.D., 1913, University of Chicago. Professor of Economics, 
New York University. Author of Taxation aND CapitaL InvestMENT (Brookings Institution, 1939). 
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surtaxes which are additional taxes paid on various segments of high income, the 
rate increasing as the segments represent higher and higher income. The total tax 
is made up of the sum of the two. The rates of both normal and surtax have varied 
greatly. Ordinarily there is but one normal rate, but in a few of the laws there was 
a slight gradation for lower incomes before the full normal rate was charged. Per- 
haps the most satisfactory way to indicate varying weight of the total tax is to give 
the full normal tax, the lowest and highest surtaxes and the amount of income to 
which they apply. This information is given in the table which follows. 


Income Tax Rates 
(Income in thousands of dollars) 


Year Full Normal Tax Lowest Surtax Highest Surtax 
MEMES Sere a aincs 5's ease weavers 17, 1% on 20-50 6%over 50 
751 iy ee A ay, 1% on 20-40 13% over 2,000 
. ee eee 4% IY%on 5- 7.5 63% over 2,000 
RIED Siri eis oi wwii ses 12% 1%on 5- 6 65% over 1,000 
Riles ever tck rece nen 8% 1%on 6-10 50% over 200 
10) ae a eee aaa 6% 1% On 10-14 40% over 500 
.. yer: vA 1% on 10-14 20% over 100 
Ser oe eer ee 8% 1%on 6-10 55% Over 1,000 
BE PELs Sudo exies 4% 4% on 4- 6 59% over 1,000 
CEE err 4% 4%on 4- 6 75% Over 5,000 


As is seen in the table the surtaxes have varied in four ways, the starting rate, 
the income to which it applies, the highest surtax and the income to which it applies. 
The present law has the highest starting rate, 494, applying to the lowest income, 
$4,000, and reaches the highest maximum rate, 75%, of all of the laws. 

The history of high surtaxes, in brief, is that they started out as very slight taxes, 
but were raised to great heights during the World War. The argument was primarily 
a fiscal one, based on the theory that taxes should be levied in accordance with ability 
to pay. The war required vast sums of money and those with large incomes should 
contribute according to their ability. The surtaxes were reduced substantially after 
a discussion in which Mr. Andrew Mellon, then Secretary of the Treasury, took an 
important part. Many refused to take the arguments of the Secretary seriously; they 
thought that his great wealth disqualified him from treating the subject objectively. 
However the reduction took place. The present high surtaxes date from the de- 
pression. They reached their present height in three stages. The argument was a 
double one—the argument from ability and the contention that the taxes were desir- 
able in themselves since they cut down the inequality of wealth of people of the 
nation. 

This effort to lessen inequality is advanced in the interest of the low income 
groups, and most people sympathize with the aim of raising the standard of living of 
the lower income groups. The argument for the reduction of the surtaxes involves 
two steps. The first is that full recovery of economic activity and the possibility of 
raising standards of living depends on the resumption of new capital expenditures 
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in a considerable volume. Most economists would agree that it is a fair conclusion 
from our previous history that high total national income and increasing standards 
of living have come in periods of increasing capital investment. The next step is that 
high surtaxes along with other features of our tax system hinder the flow of capital 
into industry, particularly in the form of equity capital. The conclusion is that the 
surtaxes should be lowered. 

It should be stated again, with all the emphasis possible, that the problem of 
restoring the flow of funds to the capital market is a very complicated one which 
cannot be solved by any one proposal. All that is claimed is that the high surtaxes 
have been a hindrance preventing the flow of capital into industry.. And so should 
be lowered. After the reduction of the surtax rates in 1925 the capital market had 
an extremely active period. But we are not arguing that if the surtaxes were reduced 
now we would have a recurrence of the activity of the late 1920’s. The reduction of 
the surtaxes is recommended as the removal of a hindrance not as a “sure cure” for 
our troubles. 

As is always the case, it will be necessary to consider some of the topics assigned 
to the other authors. Thus the problem of the high surtaxes, particularly in its 
effect on the capital market, is inextricably bound up with the existence of tax-exempt 
securities and the regulations about capital gains and losses. 

We shall now show how the investments in industry particularly in the form of 
equity capital are hindered by the high surtaxes. 

The first step in the argument has to do with the manner in which our taxing 
system tends to force investments into government securities rather than into indus- 
trial securities. But first there are two conceptions which we must distinguish, tax 
evasion and tax avoidance. Tax evasion means that a person does not pay the taxes 
the law requires, conduct which, of course, is illegal. Tax avoidance means that a 
person shifts the form of his property so that he will pay less taxes, conduct which 
is perfectly legal. It is foolish to be exasperated that people do not choose the form 
of investment which will cause them to pay the highest taxes. 

The most direct influence of high surtaxes in checking equity investment is 
illustrated in the case of Henry Ford, as given by Mr. Mellon.’ The high surtaxes 
cut down the amount of funds Mr. Ford had available for plant expansion. 

The more serious situation at present has to do not with the amount of money 
available for investment but with the direction of the investment. So far, there has 
been no shortage of funds for investment but they have been invested more in 
government securities than in industrial securities. And the part which has gone into 
industrial securities has been in the form of bonds more frequently than in the form 
of stocks. The problem of tax exempt securities is treated in another part of this 
symposium.? However we must mention it here as complicating the problem of 
high surtaxes. There is a line of Supreme Court decisions going back to Marshall 
which holds that the federal government cannot tax the instrumentalities of the state 
governments and that the state governments cannot tax the instrumentalities of the 
2 MELLON, TAXATION: THE PEOPLE’s BusiNEss (1924) 97. * Infra pp. 217-242. 
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federal government, thus the income from state and municipal bonds is exempt 
from the federal income tax. The first case was a clear one. Maryland was attempt- 
ing to hamper the activities of the Bank of the United States by taxing its branch. 
But to an economist it seems strange that it should be concluded that if the federal 
government taxed the income from state bonds at the same rate as other income was 
taxed it was in some way hampering the activities of the states. At any rate we have 
these bonds which are free from federal income tax. The high surtaxes and the 
existence of tax-free bonds means that the money which should go into equity capital 
investment in industry is forced not only into bond investment but into government 
bonds and industry does not get it in any form. 





CoMPARISON OF TAXABLE AND TAx-ExEMPT INVESTMENTS FOR THOSE WITH 
INcoMEs oF Various S1zEs! 


Municipal Bonds Bearing: 


If Taxable Income Is: 14% 2% 2%% 3% 
Are equivalent to taxable securities with a % yield of: 
DEDOONO® FRI00 Sx ies kok ue scawaneed 1.69 2.25 2.81 3-37 
12,000 to 1) ORS ACEESS ar Rerior ieee 1.71 2.27 2.84 3.41 
14,000 to SEAPIID ois oats oa ee oor ws ates as 1.73 2.30 2.87 3-45 
16,000 to RBO0 LG his cha sanbaetblawaes 1.77 2.35 2.94 3.53 
18,000 to 22 RSS Sey ao ser hae 1.81 2.41 3.01 3.61 
20,000 to RIND 555-65 occa Kua Sv ee and 1.85 2.47 3.09 3-70 
22,000 to ED cas acer ees ek owes 1.90 2.53 3.16 3.80 
26,000 to BROOD as sos hoes chen sanaGe 1.95 2.60 3.25 3.90 
32,000 to BOI sips oa e Wisse sas vwisos 2.00 267 - 203 2 4.00 
38,000 to BROOD is saw es sees e Seu aes EES s 2.09 2.78 3-47 4.17 
44,000 to ROOD Si uk sche suein sabes es 2.18 2.90 3.62 4-35 
POOR — SEOMIIOD sininakecoWousd 5o50 55 2.31 3.08 3.85 4.62 
56,000 to ERED Sos nase eiea ssc nau 2.46 3.28 4.10 4.92 
62,000 to oe ST EEST ESOL E EEE ES 2.63 3.51 4.39 5.26 
68,000 to PRION ss se GAdieiwssihane toes 2.83 3.78 4.72 5.66 
74,000 to 1S SOR pa ea RS sec Cepia 3.06 4.08 5.10 6.12 
80,000 to DOs 5 ee A 3-33 4.45 5.56 6.66 
aD IND oS cnt aise Sis kro ae 3.66 4.88 6.10 7.32 
EDORIOO ED EB OOOD 5 65 5.5 0c 0509 04:0 900100 4's 3.95 5.26 6.58 7.90 
RBDIOOU RO MOD IIOD 556.04 525 bau's vie kas seeies 4.17 5.56 6.95 8.33 
SE UO ED SOON 54.5 Se ose and sakes eases 4.41 5.89 7.35 8.82 
ARNON RDO IIID yo 6 55:00:45.0 d:0:4, 3s 58 0 Bio's 4.69 6.25 7.81 9.38 
FIO SITIO 5 os 50.0.0 5 vies esti eee 4s 5.00 6.67 8.33 10.00 
PORIDU RD REBOOIIND fis oss 208666 4 sos WS woe 5.36 7.15 8.93 10.71 
PIO OD. PO IIIO 5 6:6 5-5,4:5-5.6.5;5% 18 6 aie 010816 5.77 7.70 9.63 11.54 
FROPOOO EO BPOOOIOOD . 6 66.55.60 0.5 5-059 b 0055 00's 6.25 8.34 10.40 12.50 
ey ee oe 6.53 8.70 10.87 13.05 
ROOD M00 WD SOOO 00... 0.5 csc ccnsccscecee 6.81 9.10 11.38 13.62 
RC a ae i ere ee een 7.14 9.53 11.90 14.28 


1 Source: Finance Department of the Chamber of Commerce of the United States. 


Of course the higher the income, the higher the surtax and the greater saving 
from the investment in tax-free bonds. A table is presented which indicates the yield 
which one would need to obtain from a taxable investment to make it equal the 
tax-exempt security for various incomes. What this means may be illustrated. Ac- 
cording to Standard Statistics indexes for 1938, obtained by averaging the 12 monthly 
figures, the yield on 15 municipal bonds was 2.91%; on 15 public utility bonds was 
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4.80%; on 15 industrial bonds was 5.07%; on 20 industrial preferred stocks was 5.17% 
and on 15 railroad bonds was 8.37%. If we assume that the investor was guided only 
by yield we may take the 3% municipal bond as being nearest to the 2.91% yield. 
Then a taxpayer with an income of $56,000 could not afford to buy public utility 
bonds for they yield only 4.80% before the tax and the municipal bond is equivalent 
to a taxable yield of 4.92%. In the same way a taxpayer with an income of $62,000 
could not afford to invest in industrial bonds or in industrial preferred stocks, 
and finally a taxpayer with an income of over $200,000 could not afford to invest 
in railroad bonds. One effect of the provision about the taxation of capital gains 
and losses discussed in other papers in this symposium® is to force investments into 
bonds instead of stocks. We shall see that the high surtax rates accentuate this 
tendency. The government has always contended that capital gains are income and 
should be taxed as such. However, they have not always been willing to allow the 
deduction from income of capital losses. The present Act permits partial deduction 
of losses on investments held more than 18 months. At present, the investment in 
equity capital is ordinarily made by the purchase of capital stock. The investor hopes 
to make a profit by selling the stock. He knows that he is taking a risk. If he is a 
big investor he will distribute the investment among a number of companies. He 
knows that some will not be profitable but he hopes that the average return after 
allowing for the losses will be higher than he could get in a safer investment. His 
calculations will be upset if he has to pay taxes on the gains but cannot deduct the 
losses. More propositions would be turned down or, to put it differently, in order to 
be accepted the proposition would have to show more chances of profit than formerly 
to make up for the change in the taxation system. 

The surtaxes add another element to the checking of equity investment. As the 
income increases and presumably the ability to invest, the investor is presented with 
this dilemma. If the investment turns out well and he gets a good return either in 
the form of dividends or a capital gain he must turn over to the government more 
and more of the successive increments up to 79% of his income exceeding $5,000,000. 
The amount left after the government takes its share may not seem to be adequate 
to compensate for the risk and the investor would be likely to turn to bonds, probably 
to tax-exempt bonds. Thus does the taxation system make it harder to get equity 
capital for business. 

One type of evidence of the effect of the surtaxes on the direction of investments 
is the composition of estates. The limitations are obvious. The estate of an active 
business head might well have no securities at all or, if the business were incorpo- 
rated, only the securities of his own business. A retired business man might leave 
an estate entirely composed of securities. Another limitation is the time lag. A small 
estate might be shifted as tax laws were changed but large estates, the ones most 
affected by surtaxes, would take a long time to adjust. Again, as the size of estates 
increases, the number of estates decreases and we cannot be sure that we have enough 
for a fair sample. In the table in the $8,000,000 to $9,000,000 class the figure of 0.00% 
* Infra pp. 194-216. 
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of tax-exempt securities in 1930 was from two estates while the figure of 74.09% for 
1936 was for only one estate. No one could contend that either figure gives us 
accurate knowledge of the percentage of tax-exempt securities in estates between 
$8,000,000 and $9,000,000. 

With these cautions we present the table. It gives the year 1930 when the 5% 
normal tax and 20% surtax making a total tax of 25% had been in effect for 5 years. 
It also presents the year 1936, the latest for which the data are available. The total 
maximum rate became 79% in 1935, too late to have much effect, so the total max- 
imum rate of 63% which started in 1932 is the rate which would be more effective. 
The tax-exempt securities are those issues of the federal government which are 
wholly tax exempt and those of state and localities which are in the same class. In 
all of the classes except gross estates of $10,000,000 or more the percentages of tax- 
exempt securities are higher in 1936 than in 1930. It is a fair presumption that the 
increase in the surtaxes was an important factor in bringing about the change. 


PERCENTAGE OF Gross Estates Hetp 1n Tax-Exempt SEcurITIEs ARRANGED IN CLASSES BY 
Sizz oF Net Estates? 


Net Estates Percentages in Tax-exempt Securities 
(in thousands) 1930 1936 
ETE SE ee ee eT Pee ee eee 2.18 3.66 

Ns Ny Sai se eis pas Kau oe boa 2.41 4.22 
LEC CES SIR ees ete NP i ie aI eer aoe 3-19 6.56 
“1002. 10 Obit a neaaeteaiiee beatles ag eer Seer hye 4.96 7.23 
EE Pe re ee oe ee ae eer ee 7.03 8.80 
SMD = MOO es Os Ao Se pis ok SSS eae A See 5.58 12.91 
EN is hdint 0b a sos a KOR SENS Soa Poe oRe 8.97 13.31 

EE oii ias oat ate Nnk eX pad dan hig bsea seed aee 10.40 11.04 

EE gia s 5 Gish awh een ekw anh Suan es hp a5 9-74 15.27 

EE nT Dhiba is Keka aaeg ae bug 50S URA So 3-5 hes 11.26 18.72 

Eo 55 oi a sae CP ks so 43 ores ee bEe Chee tees 11.31 21.23 

DT frat Sis Sora 6 Fs evs FA Le AN Ue Soe IRENE 7.30 17.20 

BE UDEDO ME eee Ge Se MUL Rese airs n1s Shoo aids Wate Os 6.44 14.76 

EE Nc 0th ss pes k whine epanke bas aCe oes 6.81 16.15 

RE SI PT ee ee Peer eer ee ere 18.76 24.21 

rs hi ay Sh Gait h saan xox sin Sanh eine ea vee 11.69 32.00 

A rer rrr et eer rrr rrr re 4.20 17.63 

RECT Te TTL CET ETE Te Ce ERT Te 0.00 74.09 

IS 605 P58 FT aaa t AN oa oS WS Rc See 1.15 ies 
EN As ha « bMS cabs Sepibatasarcal s 17.98 8.90 


1 Source: U. S. Burgeau or INTERNAL REVENUE, STATISTICS OF INCOME. 


The conclusion is that the surtaxes should be lowered to remove the hindrance 
to capital investment since capital investment will increase national income and raise 
standards of living. However, it must be remembered lowering the surtaxes will not 
alone bring the desired recovery; other things are necessary. 




















THE PROPOSAL TO REDUCE HIGH SURTAXES 


I]. THE CASE AGAINST REDUCTION! 


Haroip M. Groves* 


“Cut taxes and balance the budget” might seem to be a paradoxical program but 
it has sober proponents at the present time. Particularly it is said that 79% on what 
an individual makes in excess of $5,000,000 is too high a tax in the United States, 
1940.” 

Are millionaires exploited by the tax system? Is it after all the ultra-rich who 
are underprivileged? Not a few would answer these questions affirmatively. These 
questions have to do with that vague concept called justice which means a great deal 
in taxation but often means different things to different people. 

It will probably be granted that the present period is an emergency. To be sure 
it is a very prolonged emergency. We have been through an era of intense economic 
strain; even now there are some eight or nine million unemployed. Half of the 
world is at war and our own safety is considerably threatened. In times of emer- 


*Ph.D., University of Wisconsin. Professor of Public Finance, University of Wisconsin. Formerly a 
member of the Wisconsin Tax Commission, and a member of both houses of the Wisconsin Legislature. 
Author of Financinc GovERNMENT (1939). Contributor of articles on, public finance and taxation. 

1JIn this article the author attempts to state the case for retaining the present high surtaxes on ‘high 
incomes. He does not attempt to present the other side of this matter because that role has been 
assigned to another writer. He admits that there are two sides. 

* Federal surtax rates begin at 4% on net income above $4,000 and not exceeding $6,000; they 
rise gradually through the brackets up to $14,000; then more rapidly, reaching 51% on income in the 
bracket from $80,000 to $90,000, 60% on the bracket from $150,000 to $200,000, and 75% on income 
in excess of $5,000,000. In addition a normal tax of 4% is levied. 

In several respects these schedules are not as severe as they appear. The rate schedules apply to 
portions of income falling within the stated brackets and not to income as a whole. Actual effective 
rates on taxable income are reported by the Federal Administration as follows: 


$250,000- 300,000 = 52.87% $1,000,000-1,500,000 = 69.54 
300,000- 400,000 = 56.18 1,500,000-2,000,000 = 71.67 
400,000- 500,000 = 59.38 2,000,000-3,000,000 = 73.08 
500,000- 750,000 = 63.29 3,000,000 and over = 75.85 


750,000-1,000,000 = 66.86 

U. S. Bureau oF INTERNAL REVENUE, STATISTICS OF INCOME FOR 1937, PRELIMINARY REPORT OF 
InpIvipuaL INcoME Tax Returns FILED IN PERIop JANUARY THROUGH AUGUST, 1938 (1939) 4-5. 

The figures make no allowance for income not taxed. 

About two thirds of the states have state income tax laws with tax rates usually confined to a 
maximum of 6% but in some cases rising to as high as 15%. State income taxes often allow the 
deduction cf state and federal income taxes paid in the previous year as an expense to be subtracted 
from the current year’s income. 
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gency, the nation like the family should be entitled to draw upon all the resources 
of its members. Some may be expected to encounter high danger and great discom- 
fort when they are called upon to man the nation’s defenses in war. Others may 
make hardly less sacrifices when they are confronted with forced unemployment 
and perhaps the indignities of the relief system. These are real burdens. They have 
no tax equivalents, not even in figures which run to seven digits. But the most 
conspicuous beneficiaries of established institutions can be expected at least to con- 
tribute rather handsomely toward common ends in emergency periods. 

It may be said of course that certain leaders and parties are to blame for the 
emergency and that it is their problem and not the nation’s. Assessment of blame 
and allocation of responsibility will not contribute much to dispel the emergency. 
We have been confronted with grave problems upon which reasonable men may 
differ as to the proper solution. If priming the pump were conceded to have been 
a wild error, what about the legitimate purpose of spending in times like these to 
provide opportunity for the unemployed? 

Even a reasonable solidarity among our people calls for large financial sacrifices 
toward common interests and ends. Naturally those who have the satisfaction of 
every important want secured and whose interest in additional income is mainly 
a matter of wasteful consumption or economic power must be expected to contribute 
a heavy portion of their surplus. 

From the point of view of social policy the case for the surtaxes is very strong 
indeed. The forefathers who laid the corner-stones of our traditions and institutions 
foresaw the dangers of economic concentration and inequality. They regarded poten- 
tial plutocracy as a great threat to democracy.* In our own day Walter Lippmann 
has expressed this social interest as follows: “Since the time of Aristotle it has been 
recognized by the wise that extremes of riches and poverty, that spectacular differ- 
entials of income, are dangerous and pernicious in any society. The enlargement of 
the middle class as against the poor and the rich must, therefore, be sought by anyone 
who wishes a society to live soundly and endure long.”* Among the serious social 
consequences of great concentration are the control of such opinion-forming institu- 
tions as churches, newspapers, radio and cinema. Moreover the existence of extreme 
inequalities is one of the strongest incentives for revolutionary change. It is argued 
for the Fascist regime in Germany that though the general standard may have 
suffered at least relative inequalities are less. The Share-the-Wealth program of 
Huey Long may have been fantastic but it had a popular appeal. The surtaxes were 
a skilful sublimation of a very natural urge. The chief beneficiaries of the status 
quo might well regard “onerous” taxes as insurance against something a great deal 
worse. 

Many opponents of high surtaxes will concede the above arguments and take 
their stand on the proposition that the surtaxes are not practical from an administra- 


* Bearp, Economic Basis oF Poritics (1922) 39-42. 
“Lippmann, THE Goop Society (1937) 232. 























Tue Casz Acainst Repucine Hicu Surraxes 191 


tive and fiscal standpoint. It is true that a tax of 79% gives’a powerful incentive to 
avoid and evade. The rewards of evasion and avoidance are ample to enlist the 
best legal talent in the country. But wouldn’t surtaxes of half the present level also 
be ample for this purpose? It is true that the corporation and the trust can be used 
in numerous subtle ways to avoid taxes. These legal entities are used to save and 
reinvest income which is thus kept out of the hands of individuals subject to surtax. 
But these institutions and the laws which tax them are not immutable. Moreover, 
income left in business corporations is at least invested in supplying the economic 
needs of the country and is not devoted to conspicuous consumption. It is true, 
that tax-exempt securities are an open invitation for the avoidance of high surtaxes 
by the rich. The answer here is to rid the country of the tax-exempts, a development 
which is long over-due on many other grounds and which is now especially appro- 
priate in view of recent changes in opinion expressed in several decisions of the 
United States Supreme Court.® 

Despite avoidance and evasion the fiscal productivity of the high surtaxes is 
considerable and we can ill afford to pass up the revenue which they supply at a 
time when the gap between receipts and expenditures is still a matter of great 
national concern. Statistics for returns filed in 1938 show that 49 incomes in excess 
of $1,000,000 paid taxes of $61,458,000 as compared with $78,058,000 paid by 2,607,901 
taxpayers returning net income of $5,000 or less.® It can be argued of course that 
lower taxes would lead to more economic progress and thus indirectly to greater 
fiscal results. This will be considered presently. Only on this ground certainly ought 
we to talk of reducing taxes at the present time. Of course it is true that broadening 
the income tax base and higher taxes in the middle brackets may have more fiscal 
possibilities than the high surtaxes. But this is not to say that the latter should be 
abandoned. The case for raising tax rates in the lower and middle brackets is very 
strong. Quite possibly these people should pay on a scale more commensurate with 
those at the top. But if any leveling is to be done it should be up and not down. 

The trump argument of many surtax critics is that these high tax rates retard 
economic progress. What does this mean precisely? It is argued first that the 
surtaxes discourage saving and consume potential savings which are necessary to 
equip our economic system with capital goods. But where is the evidence that our 
productive equipment has been under-built? Before the depression of the Thirties 
our saving was ample to supply an expanding consumption, equip American in- 
dustry considerably beyond its current needs and invest quite substantial sums 
abroad. What could we do with further savings except to invest them abroad? But 
our tariff policy has been an indication that we do not intend to satisfy consumption 
wants and improve our standard of living by encouraging imports. What then is 
the value of foreign investments, socially speaking? They may give the investors 
considerable power over foreign production but what good to our people is that? 


5 Helvering v. Gerhardt, 304 U. S. 405 (1938); Graves v. O'Keefe, 306 U. S. 466 (1939). 
°U. S. Bureau oF INTERNAL REVENUE, Joc. cit. supra note 2. . 
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With our banks now loaded with surplus lending power and nearly all investing 
companies competing madly to find an outlet for surplus funds can we credit the 
old fears about inadequate capital? On the contrary, is it not the high incomes 
rather than the high taxes which are the economic menace? 

But it is said that though there is no general shortage of investment funds there 
is a shortage of capital seeking venturesome investments. It is the people of large 
means who should do the risk-taking for society. They can afford to gamble. The 
high surtaxes drive these people out of stocks and into bonds, or worse yet into 
government bonds, or worst of all into hoarding. If their rewards are largely 
appropriated by the government, these people devote themselves merely to protecting 
their principal. This is a cogent argument. However, there is no evidence known 
by the author which establishes the fact that large estates are predominantly invested 
in government securities.’ If they aren’t invested in government securities they 
certainly are not hoarded. If it is thought undesirable that these estates should be 
invested in government bonds, we might try taxing the latter rather than relieving 
the former. Similarly it might not be beyond our ingenuity, if it appeared necessary, 
to tax idle, hoarded funds. It probably would be socially desirable for the owners 
of large estates to keep their investments in stocks, but more active investors with 
smaller incomes, whose fortunes are on the make, may have sufficient capital to 
finance new stocks. Much new capital, venturesome and otherwise, can be supplied 
by corporations in the form of depreciation reserves and corporate earnings. 

Do the high surtaxes discourage new ventures and thus slow down the rate of 
economic progress? It may be doubted if technological progress has shown many 
signs of slackening. At any rate it is for the consumer that the economic system 
is supposed to be operated. There is no evidence that the productive equipment of 
our economic system is inadequate to supply consumers’ orders. We need not build 
new equipment just for its own sake. To be sure new gadgets might be developed 
which consumers could be induced to demand. The overwhelming need, however, 
is more essentials for consumers who cannot afford them. There is no reason to 
believe that a greater supply of capital would solve this problem. A greater demand 
for it would help but the sound stimulus for demand would be an indication that 
consumer’s orders will soon encounter an inadequate source of supply. 

But it is said that it is profits and the margin of profits which makes an economic 
system go. Of course the high surtaxes are not usually levied on profits (most of 
which take the form of corporate earnings) but it is said that the former affect the 
latter indirectly. Certainly business profits were greatly improved in 1937 and again 
in 1939. If the theory that good profits insure future prosperity were tenable the 
improvement should have led with all sureness to a further stimulation of business. 
Undoubtedly, business confidence is an important element in economic recovery. 
But the absence of confidence may not be caused entirely by the lack of adequate 


™See Hatt, A Stupy oF ProsaTep EsTaTEs IN WASHINGTON WITH REFERENCE TO THE STATE TAX 
System (1939) 30. Cf. Betters, The Proposal to Tax Income from Governmental Securities: Il. The Case 


Against Taxation, infra p. 224. 
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current profits. The diffidence may not be mainly a matter of government policy 
at all. It may be due to doubts about the future of consumer demand, or the main- 
tenance of peace or the stability of the economic system itself. Reducing surtaxes 
would not do much to counteract most of these causes of diffidence and it might 
positively encourage some of them. 

There is a considerable disposition on the part of some to conclude that the 
captains of industry will not play ball unless they are more liberally compensated. 
It is thought idle to expect them to play ball for the love of it or for the sake of 
the team. They must be freed from “socialistic” regulation, collective bargaining 
and taxation. Government must be placed in the hands of their own henchmen. 
This is the dangerous and cynical conclusion to which some good people have 
descended. More hardy critics refuse to accept this conclusion. And were they to 
be confronted with the proposition that only by restoring the carte blanche privileges 
and the inequalities of the late Twenties will the private profit system provide 
decently for the consumer and offer adequate opportunities for the unemployed, they 
would probably put their endorsement behind a program of direct action by 
consumers and unemployed through the cooperative movement or government pro- 
duction. 

It may be true that one of the most important causes of business diffidence is 
the unbalanced budget. There is some plausible basis for alarm in the talk about a 
perpetual deficit and an ever-mounting public debt. It is an exceedingly difficult 
task to make ends meet by cutting expenditures. The cuts not only directly cause 
unemployment but have a deflationary effect on the entire economy. In addition 
they may undermine the morale of large sections of the population and sacrifice 
other important social values. 

If a Herculean effort to balance the budget is soon to be made it may prove 
easier and better to raise taxes than to cut expenses. It may be necessary to do some 
of both. If tax rates are to be raised it will probably be the lower and middle 
brackets which will bear the brunt of the increase. This innovation will be easier 
to take if the tax rates in the highest brackets are at least maintained where they 
are. The present administration is criticized for gambling on a much improved 
national income to balance the budget. Shall we gamble even further on the proposi- 
tion that reduced taxes will prove so stimulating economically that lower rates will 
actually yield more revenue? Cutting taxes is always the easiest policy to follow, 
but is it the safest? It has been well observed that if rational and democratic 
government in the United States is to give way to some totalitarian regime, the 
refusal of the American people to tax themselves adequately will probably be an 
important cause of the tragedy. To reduce surtaxes now would be a bold first step 


in the wrong direction. 





THE QUESTION OF TAXING CAPITAL GAINS 


I. THE CASE FOR TAXATION? 


ArtTuHurR H. Kent* 


The issue as to the proper method of taxation of capital gains and losses which 
includes the question whether such gains and losses should be subject to the income 
tax at all, has been and will probably continue to be a perennial bone of controversy. 
The issues involved are not partisan nor, strictly speaking, even political in. character. 
But they have given rise to deep and, at times, bitter differences of opinion, transcend- 
ing party lines. The controversy is not new, although it has blazed hotly in recent 
years. It goes back almost to the beginning of federal taxation of incomes under the 
authority of the Sixteenth Amendment, and so far antedates in point of time the 
New Deal and New Deal fiscal policies. ; 

Nor has the controversy been peculiarly an thiols one. This same set of 
problems has arisen in other countries in which an income tax is an important part 
of the revenue system. Differences of view similar to those which are evident in the 
United States exist among students of fiscal problems and policies in these other 
countries. While their solutions have differed in some important respects from our 
own, it does not appear that they have worked materially better or have given more 
general satisfaction. The fact is that the conflicts of interest and of philosophical out- 
look which are involved are probably too deep-seated to warrant optimism that a 
solution will ever be found which will satisfy all the important groups and interests 
affected. 

The reason for the universality of these problems is not far to seek. It inheres in 
the necessity of defining the base to which an income tax is to apply. At the very 
threshold fundamental differences between schools of economic thought with respect 
to the concept of income itself are encountered. At least two basic and self-consistent 
concepts of taxable income have won respectable followings: For convenience these 
may be labeled the “dispositive” or “expenditure” concept and the “accrual” concept. 
Neither concept, of course, furnishes an exact measure of true economic income 
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which includes too many intangible and impalpable psychical elements to be prac- 
tical of use as a tax base.? Any attempt to analyze and compare in detail these two 
general conceptions would be out of place here. Suffice it to say that the “expendi- 
ture” concept largely eliminates savings from the tax base. Under it capital gains are 
not income except to the extent they are spent during the taxable year, but the same 
is true, for that matter, of wages, interest, dividends, and other sources of gain. Capi- 
tal losses are of no significance except to the extent they may actually operate to 
restrict spending in future years. Moreover, the familiar distinctions between income 
and return of capital are of no relevance under the “expenditure” concept, since it is 
the fact of spending, not the source of that which' is spent, which determines taxabil- 
ity. Consequently, if the “expenditure” concept should ever be adopted, the capital 
gain and loss problem would disappear.* 

But there is small chance of any such radical change occurring in the foreseeable 
future. Whatever its asserted advantages, the man in the street is unlikely to regard 
as equitable or just, and therefore to accept, a fiscal system under which a wealthy 
person of miserly disposition, whose fortune is increasing at a rapid rate year after 
year, may pay less tax than an individual who is spending most of his salary, his 
principal resource, to support his family. In any event, virtually every country with 
an income tax has chosen to construct its tax base upon some form of the accrual 
concept. From the beginning of the income tax the American people have regarded 
it as equitable to apportion the tax burden among individuals according to what each 
has been able to accumulate during the taxable year as well as the amount of his 
spending. Except to the extent that favored treatment has from time to time been 
extended to capital gains* the definition of the personal income tax base has taken 
a relatively neutral position as between saving and spending. It is true that the 
personal exemptions and the credit for dependents are based upon the policy of 
exempting from taxation moderate amounts ordinarily required for necessary forms 
of consumption and service. To that extent the law may be said in a practical sense 
to favor expenditure. With this qualification, the tax base may be said roughly to 
represent the amount of increase, if any, in net worth during the taxable year plus 
the pecuniary value of personal and family consumption during such period.® 

? Perhaps the ablest and most articulate of American proponents of the “expenditure” concept has 


been Dr. Irving Fisher. 

* So, too, the problem of the taxation of corporations, including the treatment of undistributed profits. 
See Preliminary Report of the Committee of the National Tax Association on Federal Taxation of 
Corporations (1938) 17 et seq. 

* While no statistical evidence has been found, it seems reasonable to suppose that a somewhat higher 
percentage of capital gains of individuals is saved in some form than is the case with other important 
sources of taxable income, such as wages and salaries, interest, rents, or even corporate dividends. In the 
case of trusts, capital gains are very likely to be saved for legal reasons, since state laws usually require, 
unless the trust instrument stipulates to the contrary, that capital gains shall not be distributed but shall 
be added to corpus. 

® Simons, PersonAL INCOME TAXATION (1938) 61, 62. “Accretion to net worth” must be interpreted, 
in view of judicial interpretation of the Sixteenth Amendment by the United States Supreme Court, to 
include only realized accretions, and not mere paper accruals representing unrealized appreciation in the 
fair market value of assets. Even with this important limitation, the statement in the text is at best 
only a crude approximation of the realities in individual cases, since it takes no account, inter alia, of the 
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Many—probably a majority—of those who advocate either the exclusion of so- 
called capital gains and losses from the income tax base or a special and favored tax 
treatment of capital gains, accept in general the “accrual” concept of income and 
would not favor a thoroughgoing shift to the value of spending or consumption as a 
tax base. But for various reasons, chiefly supposed adverse economic repercussions 
and effects, they insist that capital gains should not be taxed as ordinary income. 
They are not agreed upon any particular method of taxation, but fall into three 
general groups: (1) those who point to the British system as a model and favor the 
complete exclusion of so-called casual or non-business capital gains from the income 
tax base;® (2) those who believe that capital gains and losses should be completely 
segregated into a separate basket or schedule and taxed either at a flat rate or under 
graduated rates much more moderate than the rates applicable to “ordinary” in- 
come;" (3) the group which has had the greatest influence on legislative policy, con- 
sisting of those who believe the capital gains represent to some extent tax-paying 
ability and should pay some tax, but who believe that it is wise policy for economic 
reasons to restrict the maximum effective rate of tax on capital gains to a moderate 
percentage, such as 12!4%.8 

Before attempting to weigh on their merits the arguments pro and con for the 
various points of view, it would be well to summarize briefly the evolution of 
federal tax policy with respect to capital gains and losses in its vacillations and 
permutations throughout the long series of revenue acts.® It may be noted also in 
passing that a great majority of the states which have a tax on net income regard 
capital gains as ordinary income, probably for the reason that the relative lowness 
of the state rates has saved state legislatures from the pressure of those groups which 
have been successful in influencing Congress to eliminate the application of the 
higher surtax brackets to capital net gains.’° 


various forms of tax-exempt income nor important sources of enrichment, such as legacies, gifts, and 
other gratuitous receipts, the constitutional status of which has never been adjudicated under the Sixteenth 
Amendment because of the settled legislative policy to exclude them from statutory gross income. 

° A leading proponent of this point of view is Mr. Morris Tremaine. See Tremaine The Capital Gains 
Tax (1937) 15 Tax MacazineE 517. 

* The clearest and most persuasive presentation of the case for segregation is found in an article by 
L. H. Parker, Capital Gains and Losses (1936) 14 Tax Macazine 605. 

® For an exposition of this point of view, see Alvord, Capital Gains and Undistributed Profits Taxes 
(1938) 16 Tax MacazineE 145. 

° This summary takes account only of the personal income tax. As regards corporations, they were 
taxed in, full on their capital gains until 1932 and allowed to deduct all their capital losses. In 1932 and 
1933 the limitation with respect to losses on stocks and bonds applied. From 1932 to 1939, corporate 
capital gains were taxed in full, but from 1934 to 1939, deduction of corporate capital net losses was 
limited to $2,000. Under the Revenue Act of 1939, amending the Internal Revenue Code, capital gains 
are taxed in full. In the case of corporations other than foreign personal holding companies and personal 
holding companies, short-term capital losses are allowed as a deduction only to the extent of short-term 
capital gains, with a one-year carry-over allowed for a net short-term capital loss, while a full deduction 
is wisely allowed for long-term capital losses. However, a net long-term capital net loss is not allowed 
to be included in computing the amount of the net operating loss carry-over happily restored to the 
income tax law by §211 of the Revenue Act of 1939, Int. Rev. Cope, §122. 

*° For an illuminating summary of the status of taxation of capital gains in the states, prepared as of 
1938, sce Table II in Report of Committee on Taxation of Capital Gains, Nar. Tax Ass’N, PRocEEDINGs, 
1938, p. 806, at pp. 815, 816. 
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It should be observed at the outset that the statutory definition of capital gains 
and losses has been quite uniform and stable throughout the years. In general, a 
capital gain or loss has been defined as the difference between the realized selling 
price and the cost of any asset’! except stock in trade and, since the 1938 Act, 
property of a kind subject to the statutory allowance for depreciation. Beginning 
with the Revenue Act of 1938 certain losses formerly regarded as ordinary, viz., 
losses sustained in the taxable year on account of stock becoming worthless and 
certain categories of bad debts (corporate bonds, notes, etc.) ascertained to have 
become worthless during the taxable year and charged off, have been included in 
the category of capital losses. Also in certain years the definition of capital asset 
has excluded assets held for less than a specified minimum period, so that gains from 
the sale or exchange thereof would constitute ordinary income, while losses there- 
from were subjected to more or less arbitrary limitations as regards deductibility.1* 

From 1913 to 1921 capital gains were taxed as ordinary income, while prior to 
1918 no deduction of capital losses was provided. From 1918 to 1921 capital losses 
were deductible in full. Until the sharp increase in income tax rates which came 
with the war, the capital gains controversy was relatively quiescent despite the 
manifest unfairness of the early acts in allowing no deduction for capital losses. 
After the conclusion of the war, as the result of a furious struggle in Congress 
during the consideration of the 1921 Act, that body was finally persuaded that the 
very high rates of tax then in effect were obstructing the proper functioning of the 
capital markets and the orderly marketing of capital assets. It was therefore provided 
in the 1921 Act that the rate of tax on gains realized on capital assets held more than 
two years should not exceed a maximum of 12!4%, while gains realized on assets 
held less than two years should be taxed as ordinary income, presumably because 
such gains were thought to be chiefly the result of speculative as distinguished from 
investment transactions. The foregoing method of taxing capital gains, characterized 
by a ceiling of 12%%, remained in effect unchanged until the enactment of the 
Revenue Act of 1934, but the treatment of losses underwent several changes during 
this period. Under the 1921 Act such losses were deductible in full, except if realized 
on assets held less than two years. The 1924 Act made capital losses deductible in 
full, except that, if realized on assets held over two years, they were limited in their 
effect on the tax to 12!4% of the loss. Thus there was created a correlation between 
the treatment of gains and losses and a superficial symmetry in the statute, but this 
limitation on losses was defensible only from the point of view of the revenue in 
order to offset, at least in part, the concessions made with respect to gains, since the 
taxpayers benefited by the generous treatment of gains were not necessarily the 
same as those disadvantaged by the limitation on losses. 

Save for certain additional limitations on losses on stocks and bonds held for less 


11 In certain cases, such as that of an asset owned on March 1, 1913, the basis may be other than 


actual cost. 
72 For a graphic table showing this legislative history for the years up to and including 1938, see 


Report of Committee on Taxation of Capital Gains, supra note 10, Table I, at p. 814. 
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than two years,!* introduced by the Revenue Act of 1932, the above scheme remained 
in effect for ten years, or until the enactment of the Revenue Act of 1934, when an 
entirely new method of dealing with capital gains and losses made its appearance. 
Its principal features, other than certain unfortunate limitations with respect to the 
deduction of capital losses which were the natural result of the critical need for 
revenue and other conditions then existing, were two: (1) it ameliorated the anti- 
progressive character of the earlier law by measurably reducing the advantages en- 
joyed by individuals in the higher surtax brackets; (2) it brought the portion of the 
capital gain taken into account into net income, where it was then taxed under 
the same normal and surtax rates applicable to other forms of income. The per- 
centage of gain or loss taken into account varied according to the length of time 
the assets had been held, running from a maximum of 100% per cent on assets held 
for not more than one year, by rather sharp drops, to a minimum of 30% with respect 
to assets held for more than ten years. Deduction of capital losses was limited to the 
amount of the capital gains for the taxable year, plus not to exceed $2,000. These 
percentage brackets were the product of an earnest effort to adjust the tax burden in 
the year of realization roughly to what it would have been if taxes had been paid 
‘each year on the amount of the appreciation accruing in that year, assuming the 
appreciation had taken place at a uniform rate throughout each year of the holding 
period. 

The 1934 scheme lasted for only four years and went into the discard almost 
completely when the capital gain and loss provisions again underwent radical surgery 
in the Revenue Act of 1938. What was thought in 1934 to be the best feature of the 
new method then adopted, viz., the device of the percentage brackets to offset the 
inequities of the realization doctrine in the case of casual and intermittent gains, 
proved, ironically enough, its chief weakness in 1938 because of its alleged effect in 
influencing artificially the holding and/or sale of securities. The 1938 scheme, with 
certain additional admirable changes affecting only capital losses of corporations 
in the Revenue Act of 1939, is still operative. In its main outlines, it closely resembles 
the plan which was in effect for ten years or more prior to 1934 and which was 
discarded as unsatisfactory by the Congress in that year. 

Under this scheme, on the gain side, 100% of the gain is taxed as ordinary income 
if the asset is held for less than 18 months. But with respect to assets held for between 
18 and 24 months, only 6674% of the gain can be taken into account, and the maxi- 
mum tax cannot exceed 20% of the total gain in such category, while in respect of 
assets held for over 24 months, only 50% of the gain is taken into account and the 
maximum tax cannot exceed 15% of such total gain.1* This maximum rate of tax 
on long-term capital net gains, 15 to 20% according to the holding period, is to be 
contrasted to a possible maximum rate (normal and surtax) of 79% on other or 
ordinary income under the present law, whereas during the greater part of the 
decade prior to 1934 the then maximum rate of 1244% on long-term capital gains 


18 See Revenue Act of 1932, §22(r). *4 See Int. Rev. Cope, §117(c)(1). 
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contrasted with a maximum rate (normal and surtax) of but 25%. The 1938 Act 
also liberalized greatly the treatment of losses. Short-term losses are deductible only 
against short-term gains, but a carry-over of one year of short-term net losses is 
provided. With respect to long-term losses the same percentages are taken into ac- 
count as in the case of gains, except that the effect on the tax which the allowance of 
such percentages may produce is the minimum rather than maximum.!° That is, 
the allowance of a long-term capital net loss cannot operate to reduce the tax other- 
wise payable by more than 20% of the full loss, in the case of an asset held from 18 
to 24 months, or 15% of the full loss if held for over 24 months. 

What are the principal arguments advanced in opposition to the inclusion of 
capital gains in taxable net income and/or in support of the 1938 revision? The 
first of them is that capital gain is not income at all and hence is not properly in- 
cludable in an income tax schedule. This argument is hardly of sufficient importance 
or merit to warrant extended rebuttal. It usually assumes as its major premise, 
whether articulate or inarticulate, a definition or concept of income from which 
capital gain has been conveniently excluded. It flies in the face of numerous decisions 
by the United States Supreme Court defining the income upon which the Sixteenth 
Amendment authorized Congress to levy an unapportioned tax as including gain 
from the sale or exchange of capital assets. It is submitted that this interpretation 
reflects credit upon the wisdom and good sense of the Court. Capital gains are in- 
come because the layman thinks they are, whether such gains result from trans- 
actions motivated primarily by speculative or investment considerations. Such gains 
do not seem to differ in any essential respect from gains derived from other forms 
of economic activity, when viewed from the point of view of ability to pay, the most 
common ground of rationalization of graduated personal income taxes. It does not 
alter these fundamental realities merely to call capital gains “accretions to capital” or 
the like. As a matter of fact, it now appears that the Sixteenth Amendment was not 
necessary to enable an unapportioned tax to be levied upon gains realized upon the 
sale of assets,1® although, by virtue of Pollock v. Farmers’ Loan and Trust Com- 
pany,'* the Amendment was necessary to enable such a tax to be laid upon interest, 
rent or dividends resulting from the ownership of such assets. 

Another and much more weighty argument is that the taxation of capital gains 
is inequitable because the appreciation in value of an asset realized by a sale or 
exchange is often fictitious. Passing over the difficulties inherent in the concept of 
realization—difficulties overshadowed, however, by those which would arise were 
that concept to be wholly abandoned—it is true that appreciation in value may be 
due to the action and interaction of a host of very dissimilar factors. Among these 
may be mentioned changes in the purchasing price of the dollar, reflected in fluc- 
tuations in the price levels of commodities; changes in the gold value of the monetary 
unit resulting from devaluation or other measures of national fiscal policy; accretions 
due in whole or in part to the passage of time, such as growth of crops or the de- 


18 See id. §117(c)(2). 
© Willcutts v. Bunn, 282 U. S. 216 (1931). 17 157 U.S. 429 (1895); 158 U. S. 601 (1895). 
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velopment of new processes; accumulation of corporate earnings, reflected in the 
higher market value of corporate securities; changes in the relative value of property 
due to factors beyond the owner’s control, which are reflected either in partial 
obsolescence or unearned increment; and discounting of anticipated increase in 
earnings. It is apparent that the significance of appreciation in value, from the point 
of view of ability to pay, varies widely according to which of these factors such 
appreciation is attributable.1® 

But it can scarcely be denied that gains which result from appreciation for which 
factors other than changes in the purchasing power or gold content of the dollar are 
responsible are real gains and afford a true measure of ability to pay. It is to be 
regretted that practical considerations seem to exclude allowance for monetary fluc- 
tuations in the computation of capital gains and losses.1® But the overwhelming 
difficulties in practical administration which would flow from any thorough-going 
attempt to allow for monetary fluctuations in the computation of taxable net income 
are too obvious to require elaboration here.2° While monetary instability and the 
resulting fluctuation of price levels undoubtedly interfere with the equitable opera- 
tion of highly graduated surtaxes on annual incomes, these are problems which must 
"be solved, if at all, on their own ground and not by tinkering with the tax laws. 

Furthermore, it is incontestable that a rigid system of computing net income and 
net losses on an annual basis works as serious inequity and hardship in many other 
situations as in the case of irregular or fortuitous capital gains and losses. .Instances 
of this not uncommon situation are the professional man reporting on the cash basis 
and receiving in one year a very large fee for winning a case on which he has worked 
for several years, or the author or composer who receives large royalties for a year 
or so from a best seller, or other cases where incomes are temporarily inflated through 
the receipt of rewards for services having greater or less social value. Surely such 
cases weigh at least as heavily in the scales of equity as those of individuals who 
derive a large gain through the employment of capital in a fortunate investment or 
speculation. It would seem wiser policy to seek mitigation of such inequities gen- 
erally by perfecting devices for averaging fluctuating incomes over a period,?? thus 
levelling off the hills and valleys, than to single out a particular form of income or 
gain, and, without regard to its real or fictitious character, to subject it to a highly 
preferential rate. 

The fiscal policies of other countries, principally Great Britain, France, and Ger- 

38 For a brilliant analysis of capital gains, going to the heart of this matter, see Srmons, op. cit. supra 


note 5, at 150-151. 

2° That courts will not assume the responsibility of attempting to correct such inequalities is demon- 
strated by the recent case of Bates v. United States, 108 F. (2d) 407 (C. C. A. 7th, 1939), cert. den. 
60 Sup. Ct. 591 (1940), where the court held that no effect could be given to the statutory change 
in the gold content of the dollar in computing the taxable profit on a sale in 1935 of securities purchased 
prior to devaluation during 1931 to 1933. 

2° For a good discussion of these difficulties, see SIMONS, op. cit. supra note 5, at 155 ef seq. 

* Congress made a cautious but nevertheless interesting experiment in the 1939 Act in providing 
in certain cases for what is in effect an averaging over a period of earned income received in one year for 
services or work extending over a period of at least five calendar years. See Revenue Act of 1939, §220, 
inserting §107 in the Internal Revenue Code. 
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many, are often pointed to as evidence of the unwisdom of. Congress in subjecting 
capital gains to an income tax burden. No doubt we can learn from the experience 
of other countries. But persons advancing this argument seldom, if ever, recognize 
that there is no more agreement as to fundamental principles in these countries than 
in our own, and that they seem to be no more happy in their solutions of the problem 
than ourselves. Yet a casual listener to much of the discussion of this problem 
among some Americans might well be pardoned for thinking that the British had 
achieved Utopia because in that country casual capital gains are, like accretions to 
capital, excluded from the tax base. 

A good corrective to so superficial a view is provided by Dr. R. M. Haig’s clear 
and dispassionate critical examination of the systems of these three countries.?? 
Summarizing the English situation, Dr. Haig writes: 

It has been shown: (1) that the exemption of capital gains in England is far narrower 
than it is commonly conceived to be; (2) that the partial exemption of capital gains under 
their law involves drawing an arbitrary line between taxable and exempt transactions, with 
uncertain and inequitable results as between individuals in substantially similar circum- 
stances; (3) that the British themselves are far from satisfied with their formula, a Royal 
Commission having gone so far as to declare that “it cannot be justified”; (4) that the 
formula places a premium on the transformation of taxable income into exempt capital 
gains, a premium sufficiently substantial to give rise to tax avoidance and loss of revenue 
in spite of England’s superior administration and her high degree of taxpayer cooperation; 
and (5) that the devices for tax avoidance cause investors to buy and sell securities at 
“unnatural times,” with consequences for the market that may be expected to be 
accentuated under American conditions. 


Dr. Haig’s observations make it unnecessary to point out the disastrous possibil- 
ities involved in the incorporation into our law of exemptions of capital gains coex- 
tensive with those of the British law, when American psychology and conditions are 
taken into account. The basic structure of the French law is very similar to the 
British, but lax French administration appears to have made even the tax on specula- 
tive profits a dead letter there, while the exclusion of so-called investment gains and 
the inclusion of so-called speculative profits in the tax base in Germany have worked 
apparently only because of perfectly artificial and arbitrary, if simple, statutory rules 
for determining which gains are includable as speculative profits. It is accordingly 
quite arguable, so far as tax treatment of capital gains and losses is concerned, that 
the evolution of American law, however uncertain and vacillating it has been, has 
manifested a sounder trend than the comparable development of the statutory law 
in these other countries. 

It is commonly asserted that the revenue would suffer no net loss and perhaps 
even a gain over the full period of an economic cycle, if a policy were adopted of 
complete exemption of capital gains, other than those realized in the form of business 
profits and, perhaps, those arising from speculative transactions (in practice, this 
would necessarily mean gains from assets held for a relatively short period). How- 


*2 Taxation of Capital Gains, a series of articles appearing in the Wall Street Journal in issues between 
March 23 and April 13, 1937. 
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ever this may be,”* it does not follow that such an exemption would represent sound 
policy. Important as revenue productivity is and must be, such productivity cannot 
safely be made the sole or conclusive criterion of the relative merit of alternative 
schemes. No one would seriously suggest eliminating all the deductions and credits 
allowed under the present law, merely because such action would undoubtedly 
balance the federal budget, at least for a year. The prime justification for, and the 
chief point of superiority of, a graduated personal income tax is that it, more than 
any other tax save perhaps graduated estate and inheritance taxes, achieves an 
allocation of the tax burden among individuals upon a progressive basis and in 
rough accordance with ability to pay. The entire or partial exclusion from the tax 
base of a particular category of real gains and losses inevitably creates a serious inter- 
ference with its operation in this respect, and thereby tends to impair the superiority 
of the tax and destroy its chief raison d'etre. 

Another weighty fact which it is not wise to ignore is that preferential treatment 
of capital gains, as compared with earned income, business profits, and periodic 
investment income, tends to aggravate certain refractory problems of tax avoidance, 
and creates incentive to resort to new forms of avoidance. It thereby endangers the 
integrity of the income tax as a whole. The Treasury statistics show that, on the 
average, 85% of the capital gains reported in income returns is derived from sale 
and exchange of stock and securities. It seems safe to assume that much the larger 
part of this 85°/ is referable to equity securities. While other factors play a material 
part, this appreciation in the value of corporate equities is in substantial measure the 
result of accumulation of corporate earnings. Such retention of corporate profits 
swells corporate surplus and enhances the value of the assets underlying the securi- 
ties. It requires no high degree of wisdom to see that, the greater the tax preference 
which capital gains enjoy, the larger the incentive to retention of corporate earnings 
becomes. 

A system of income taxation which included in the tax base gains from whatever 
source derived, without discrimination on the basis of source, would remove the 
principal tax incentives for accumulation of corporate earnings in surplus. With the 
maximum tax liability upon capital gains under the existing law hardly a fifth of 
the maximum tax upon corporate earnings distributed as dividends, it is difficult to 
believe that corporate shareholders will not prefer, as time goes on, to realize their 
profits on corporate investment, so far as practicable, through the sale or exchange 
of his shares at a profit created by the retention of corporate earnings rather than 
through the receipt of dividends out of such earnings. Since the abandonment of 
the undistributed profits tax in the Revenue Act of 1939, Section 1027* remains as 
the only statutory sanction to discourage this practice, except for the special pro- 


*8 The statistics of revenue do not bear out this contention, but no conclusive answer appears to be 
possible upon the basis of facts now precisely ascertainable. Much would depend, no doubt, upon the 
generosity or niggardliness of the allowances for losses. 

**Tnternal Revenue Code, §102, imposes a substantial surtax upon the undistributed net incomes of 
corporations formed or availed of to evade surtaxes upon their shareholders by permitting earnings to 
accumulate beyond the reasonable needs of the business. 
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visions applicable only to the limited class of corporations constituting personal hold- 
ing companies or foreign personal holding companies. It remains to be seen whether 
this section, the application of which depends on motive, will prove equal to the 
great demands now put upon it. Fortunately the great majority of corporations at 
present seem to be following the wise course of determining their dividend policies 
without regard to tax considerations. 

Methods of segregating capital gains and losses into a separate schedule, whether 
such segregation be complete as Mr. Parker has suggested or partial, as under the 
existing revenue laws, seem to assume that a line of demarcation between capital 
gain and other income can be drawn with a high degree of precision. Unfortunately, 
such an assumption is far from corresponding with fact. We cannot talk about 
capital gain and ordinary income as if we are dealing with tight and mutually 
exclusive categories, for there happens to be a disturbing variety of devices for trans- 
muting what would otherwise be ordinary income into capital gain. Foremost 
among these are the various uses to which the corporate entity may be put, such as 
the accumulation of earnings and profits in a corporation, followed at a time con- 
venient to the shareholders by complete liquidation. A few others which may be 
mentioned are the sale of stocks before dividend date cum dividend and their sub- 
sequent repurchase ex dividend, a practice which became so prevalent in England as 
to force action by Parliament, action which has proved of doubtful efficacy; issue or 
purchase of bonds carrying a low rate of interest but selling at a discount, followed 
by sale thereof at or close to par just prior to maturity; and even issue of bonds, at a 
heavy discount, carrying a nominal rate of interest or no interest. 

With surtax rates on other income running up to the present maximum of 75%, 
it is quite apparent that the preference in favor of capital gains under the existing 
law is such as to create a great incentive for tax avoidance through such transmuta- 
tions of ordinary income into capital gain. How much greater would such incentive 
be were capital gains to be completely exempted from taxation. Undoubtedly Con- 
gress would be confronted in due course with problems of tax avoidance even more 
refractory to legislative solution than the foreign personal holding company and other 
devices which resulted in Supplement P and other complicated provisions of the 
Revenue Act of 1937. 

It is urged that even the partial inclusion of capital gains and losses in the tax 
base necessitates many complexities in the income tax law, such as the provisions 
relating to non-recognition of gain or loss and to basis. This argument overlooks at 
least two important facts. The first of these is that many basis provisions would still 
be necessary to provide yardsticks for measuring allowances for depreciation, obsoles- 
cence and depletion; the other that many new provisions, probably more complicated 
and technical than those eliminated, would soon be found necessary in order to 
sterilize the many new devices of tax avoidance, samples of which are given above, 
which American ingenuity would evolve. 

It is sometimes urged, with a degree of truth, that severe practical hardship may 
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often result from taxing capital gain, because such gain may be realized in con- 
templation of law in cases where, by reason of the form in which such gain accrues, 
the result of realization is to saddle the taxpayer with a tax liability although he has 
received nothing but assets which may be frozen or semi-frozen with which to pay; 
also that he may be compelled to pay a tax although he has done no more than to 
alter the form of his investment, the value remaining unchanged.?5 Such objections, 
to the extent they possess merit, do not present real issues of principle. Congress has 
not been niggardly in extending statutory relief in such cases through the familiar 
devices of non-recognition of gain or loss and substitution of basis. There are, of 
course, limits beyond which this principle of non-recognition cannot safely be carried, 
even where gain is realized in a form other than money or a highly liquid security.?® 

There still remains to be considered the argument for highly preferential tax 
treatment of capital gains, or even their complete exemption, which has been most 
plausibly and forcefully advanced. It is the argument which has undoubtedly carried 
the greatest popular appeal, both in and out of Congress. The substance of this 
argument is that the economic effects of capital gains taxation are peculiarly bad, in 
that the impact of high surtax rates upon capital gains freezes the capital market, 
and impedes or prevents the investment of capital in new enterprises where risk is 
involved, thereby hampering industrial expansion and fostering unemployment. It 
is furthermore said that a capital gains tax creates artificial and unhealthy conditions 
in the securities markets by interference with the free transfer of securitiés, thereby 
aggravating both inflationary booms and deflationary collapses. Several writers have 
gone so far as to assert that the capital gains tax is a prime or even principal cause of 
cyclical booms and depressions.?7 

These assertions are made in face of the fact that stock market panics and 
business booms and depressions antedated the ratification of the Sixteenth Amend- 
ment. Moreover, it is a familiar fact that a decade in which the maximum rate of 
tax on capital gains was 1244%, scarcely an oppressive or paralyzing tax burden, 
nevertheless culminated in the most catastrophic stock market collapse and the 
beginning of the most devastating economic debacle in our national history. It is one 
of the ironic facts of history that, although this 124% rate was often denounced as 
an intolerable burden on capital and the capital markets during the 1920’s, its 
approximate restoration was hailed as one of the best guarantees of recovery during 

#5 Such hardship at its worst can, scarcely exceed that which may flow from the recent decision of the 
Supreme Court in Helvering v. Bruun, 60 Sup. Ct. 631 (1940), reversing 105 F. (2d) 442 (C. C. A. 8th). 
In this case the Court finally ended a twenty-year period of confusion and uncertainty by holding that, in 
cases where a lessee makes improvements upon the leasehold, the lessor derives income—apparently 
ordinary income—in the year of termination of the lease, to the extent of the fair value of the improve- 


ments in such year. The decision seems sound in principle. Yet it is apparent that a lessor, whose other 
resources are limited, may be hard put to it to pay the tax where the value of the improvements, such as 


an office building, is very large. 

*° An instance is the short-lived provision of the Revenue Act of 1921, §202(c), allowing exchange of 
stock or securities without recognition of gain even though such exchange was not pursuant to a tax-free 
reorganization. Congress quickly realized the too great liberality of this provision. 

*7 Tremaine, The Capital Gains Tax (1937) 15 Tax Macazine, 517; Fisher, A Practical Schedule for 


an Income Tax (1937) 15 td. 379. 
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the successful drive for revision of the capital gains tax in 1938. It is unnecessary to 
point out that the 12!4% maximum rate gave no relief whatever with respect to 
capital gains realized by taxpayers in the lower tax brackets. 


The most cogent answer to the charge that the capital gains tax is a major cause 
of booms and depressions is given in the Report of the Committee on Taxation of 
Capital Gains of the National Tax Association in 1938.78 It is there well said: 


Mr. Tremaine overlooks the fact that in boom times it is primarily the speculator who 
is realizing capital gains. In the hands of speculators these gains can only aggravate 
market conditions, since they will almost certainly be used further to inflate the security 
market. Even “unwise” investments by government would be preferable to this course for 
the money would be retired from the security markets and placed where it would help to 
improve the general price structure. 


What has been said above, however, does not meet the criticism levelled at the 
tax treatment of capital gains under the Revenue Act of 1934 on the ground that its 
effect was to discourage wealthy individuals from embarking their capital upon new 
enterprises. It is undoubtedly true that large scale ventures into new fields cannot 
commonly look to public financing to provide their capital requirements, and that 
the great majority of such ventures require one or more men of large means who 
are willing to take the risks which are involved. What has been termed the “enter- 
prise capital” provided by such individuals unquestionably performs a highly useful 
and even essential economic and social service. Such individuals are the very ones 
best fitted to assume the risks new enterprises necessarily involve. But it is contended 
that the prospect that much of the gains, if the enterprise proves successful, will go 
to the tax collector, while the losses, if the venture fails, will be allowed only in part 
as a deduction against taxable income, removes most of the incentive for such 
enterprise capital. 

This contention, so far as the gains aspect is concerned, ignored one vital fact 
with respect to the rate structure of the 1934 Act.2® That rate structure really offered 
to wealthy individuals a very strong inducement to make their new investments 
precisely in such manner as would cause their returns to take the form of capital 
gains. Under that act, if an asset had been held for over ten years, the maximum 
effective rate on the actual gain from its sale would be only 23.7%, as compared with 

28 Report of Committee on Taxation of Capital Gains, supra note 8, at 809. The author finds him- 
self in general agreement with the content and conclusions of this report and agrees that a fair and 
adequate solution must ultimately be found in some not too complex ‘device of averaging operating 
over at least a five-year period. 

°° Space does not permit consideration of policy in the matter of taxation of capital gains in the light 
of facts developed in the hearings of the Temporary National Economic Committee with respect to present 
conditions of supply and demand in the enterprise capital market. That the findings of this investigation 
may have a profound bearing upon future national policy in the tax field, as well as other fields, is obvious. 

It may also be suggested that the elimination of future issuance of tax-exempt securities might have 
a more profound and lasting ultimate effect in unfreezing enterprise capital than a return to anti- 
progressive principles of personal taxation can ever do. 

The developments in the capital market since the Revenue Act of 1938 can scarcely be said to lend 


support to those who asserted prior to its enactment that the capital gains and losses provisions of the 
1934 Act were the principal obstacle to the revival of large-scale capital investment. 
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a top rate of 79% on other income; while if held for over five years the comparable 
rate would be 31.6% against 79%. Even so the discrimination as between taxpayers 
in the low and high surtax brackets was much less invidious under the 1934 Act than 
under prior laws. 

The following examples will show concretely the extent of this tax inducement 
in the 1934 Act: Assume an individual with other surtax income of $200,000 who 
has $1,000,000 to invest. Under the rates prescribed by the 1936 Act, if he can find 
an investment which, over a period of ten years, will return him a capital gain 
averaging only 5% per annum, compounded annually, he would discover upon 
calculation that his net return, after taxes, would be equivalent to 12.8% annual yield 
on an ordinary income-producing investment. He would find that over a period of 
five years he would need to obtain an annual yield of 11.5% from an ordinary income- 
producing investment to equal the net return, after taxes, that he might obtain 
through a capital gain averaging only 5°94 per annum. Even on an investment for 
only one year (one day should be added to each of these periods), a 5% capital gain 
would give him just as large a return after taxes as a 7.1% yield in interest, dividends, 
rents or royalties. 

Similarly, a capital gain averaging 10% per annum, compounded annually, would 
give him the equivalent, after taxes, of annual yields of fully taxable income of 
27.7%, 24.6%, and 14.5% respectively, according as he held the capital gain investment 
for just over ten, five or one years. He would need a capital gain averaging only 
1.5% per annum, compounded annually, over a period of ten years, to obtain the 
same net income, after taxes, that he would derive from a 314% bond; and even 
over a period of only one year and a day, a capital gain of 2!4% would equal his net 
yield after taxes from a 314% bond, etc. 

It is quite possible, however, that the limitations on losses which the 1934 Act 
contained operated as a marked deterrent to new and hazardous investment. But 
these defects could have been easily ameliorated or removed without abandoning the 
worth-while features of that act and returning to an essentially unprogressive system, 
so far as the treatment of gains is concerned. The liberalization in the allowance for 
capital net losses in the Revenue Act of 1938°° and the provisions which ameliorate 
the discrimination in the treatment of the capital gains of taxpayers whose net in- 
comes fall into the lower surtax brackets are sound and admirable. These features 
may well be preserved and extended. The restoration of fair and logical treatment 
of the capital losses of partnerships by the 1938 Act is another praiseworthy feature.*! 

In conclusion, it is submitted that we should apply our best intelligence to finding 

*°It is argued by some that there is nothing unfair or arbitrary in the provisions of the 1934 Act 
narrowly limiting the deduction of capital net losses from ordinary income. It is said that such losses 
do not presently diminish ability to pay, whatever their effect in future years may be. This may be true, 
but it does not shake the writer’s conviction that it is bad policy in the long run to tax capital gains in 
the same manner as other income and at the same time arbitrarily limit deduction of capital losses. The 
majority of taxpayers regard such a tax policy as inconsistent and unjust. Moreover, such loss limitations 


may well hinder the financing of new and hazardous enterprises. 
*1 Int. Rev. Cope, §182, 183. 
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a fiscal system which will at the same time maintain sound principles of progressive 
taxation of income without discrimination on account of source and reduce to a 
minimum the inequities which inhere in the doctrines of realization and the com- 
putation of income on an annual basis. Such a solution will probably involve more 
liberal treatment of losses and the averaging of income over a longer period than 
we have ever attempted. Equity having been achieved in these respects, capital 
gains should be included in the income base and taxed at progressive rates without 
preference. How high such rates should be graduated presents controversial issues of 
policy outside the field of the present discussion. But the question may well be asked, 
if it be true that the rates of tax are now graduated so high that their non-dis- 
criminatory application to capital gains would be a major cause of depression and 
unemployment and would be a menace to the perpetuation of a system of free 
enterprise, why the application of the same rates to wages and salaries, business 
profits, interest, dividends, and other fruits of economic activity should have less 
dangerous or detrimental results? 








THE QUESTION OF TAXING CAPITAL GAINS 


II. THE CASE AGAINST TAXATION 


Goprrey N. Netson* 


In presenting the case against the taxation of capital gains I need withhold no 
reservations as to personal views or opinions, because I thoroughly believe that 
transactions in capital assets should generally be immune from the imposition of the 
income tax. That which flows from capital, like interest, rent and other items of 
income, is as separate and distinct from the capital which produces it as gathered 
fruit is separate from the tree that bore it. While income may be transformed by 
' accumulation into capital, like fruit, the seed of which produces another tree, the 
growth itself of neither capital nor the tree is income. 

In the absence of explicit provision for the treatment of capital gains and losses 
in our earlier revenue acts under the Sixteenth Amendment,! the Commissioner of 
Internal Revenue held capital gains to be taxable as income, and, upon appeal, the 
United States district courts, in a number of cases, reversed him. Ultimately the 
United States Supreme Court reversed the lower courts, holding that such gains 
were taxable as income.? 

In view of this conflict in the judicial opinions, it seems appropriate to review 
very briefly the taxation of capital transactions in the leading foreign countries in 
which income has been subjected to tax. Economic definitions are of little help in a 
consideration of capital gains as a subject of taxation; the law merely defines such 
gains, of necessity more or less arbitrarily, according to the extent to which they 
are taxable. 


Taxation of Capital Gains in Foreign Countries 


In England capital gains and losses are not generally taken into account in com- 
puting taxable income. Except where the taxpayer is in the business of buying and 


* Member of the New York Bar. Certified Public Accountant, New York State. Secretary and a Di- 
rector, New York Times Company. Member of the Committee on Taxation and Revenue, Merchants 
Association of New York; member of the Committee on Federal Taxation of Corporations, National Tax 
Association, 1938-1939. Author of Income Tax Law anp AccounTING (Macmillan, 2d ed. 1918); regular 
contributor to the financial section of the New York Times. 

* The 1916 and 1917 Acts were open to the construction that they taxed gains from sales of property 
only when realized in the business of buying and selling for profit. 

* Merchants’ Loan & Trust Co. v. Smietanka, 255 U. S. 509 (1921); Eldorado Coal Co. v. Mager, id. 
§22 (1921); Goodrich v. Edwards, id. 527 (1921); Walsh v. Brewster, id. 536 (1921). Justice Holmes 
and Brandeis, “‘because of prior decisions of the court,” concurred in the judgments only. 
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selling securities as a dealer, when the securities. represent stock in trade, gain realized 
from occasional sales is not regarded as taxable income. 

“The British do not consider income to arise in the case of gains arising from the 
sale of capital assets, unless the taxpayer makes transactions in such assets his trade 
or business. Inasmuch as they do not tax capital gains, they do not allow capital 
losses to be deducted from income.”* The Canadian income tax, being patterned 
after the British system, does not impose a tax upon capital gains and, likewise, 
makes no allowance for capital losses. 

The French personal income tax bears much resemblance to that employed in 
England. Capital gains are not taxable in France unless the taxpayer. is regarded as 
being engaged wholly or partly in the business of buying and selling securities. Occa- 
sional transactions, however, are not deemed to constitute the conduct of a business. 
Capital losses, on the other hand, are not deductible in computing taxable income. 


Taxation Under Early United States Excise Taxes 

In 1872, under one of the earliest taxes imposed on income in the United States, 
enacted shortly after the Civil War, the question arose before the United States 
Supreme Court, in Gray v. Darlington,‘ as to the taxability of realized accretions of 
capital. The statute® then before the Court, in point of defining taxable income, was 
even broader in its language than any of the earlier revenue bills enacted after the 
Sixteenth Amendment. In part the applicable statute read as follows: 

There shall be levied, collected and paid annually upon the gains, profits, and income 
of every person, . . . whether derived from any kind of property, rents, interest, dividends 


or salaries, or from any profession, trade, employment, or vocation, . . . or from any other 
source whatever, . . . a tax of five per centum on the amount so derived over one thousand 


dollars. (Italics supplied.) 


The opinion of the Court, written by Mr. Justice Field (from which there were 
three dissents), held that increment in value of personal property occurring during a 
period of years does not constitute gains, profits or income of any particular year, 
even though the entire amount of the increase in value be at one time converted into 
money by a sale of the property. The majority opinion, in part, reads as follows:® 

The mere fact that property has advanced in value between the date of its acquisition 
and sale does not authorize the imposition of the tax on the amount of the advance. Mere 
advance in value in no sense constitutes the gains, profits or income specified by the statute. 
It constitutes and can be treated merely as increases of capital. (Italics supplied.) 


Corporate Excise Tax of 1909 

On August 9, 1909, a federal excise tax was enacted, measured by “the entire net 
income” of corporations; this tax remained in effect until the enactment of the 
Revenue Act of 1913, the first revenue act passed by Congress after the Sixteenth 


* MacILt, PARKER, AND Kinc, A SUMMARY OF THE BritisH Tax SysTEM (1934) 20. 

“15 Wall. 63 (U. S. 1872). ® Act of March 2, 1867. 

° Gray v. Darlington, 15 Wall. 63, 66 (U. S. 1872). In a footnote to the Gray case in 15 Wallace, 
there is a reference to an unreported decision, Bennett v. Baker, rendered by Mr. Justice Grier in the 
Third Circuit, holding under an earlier statute that capital gains did not constitute taxable income. 
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Amendment. This excise tax was imposed with respect to “carrying on or doing 
business” by corporations “organized for profit and having a capital stock represented 
by shares,” at the rate of 1% “upon the entire net income over and above $5,000, 
received . . . from all sources” during the taxable year. 

The Commissioner of Internal Revenue ruled under the excise tax that capital 
gains were taxable as income. In a suit to recover a tax paid under protest, a United 
States district court gave judgment for the corporation,’ holding that capital gains 
are not taxable, and was sustained by the Circuit Court of Appeals. In the final 
appeal the Supreme Court reversed the lower courts and sustained the government.® 

It must be borne in mind that here there was under consideration an excise tax 

imposed upon income of corporations only for the privilege of doing business. The 
taxation of income, as such, by the federal government had been held unconstitu- 
tional under the Income Tax Law of 1894.1° Obviously the excise tax was not re- 
quired to withstand the same tests which had been applied in the Pollock decision. 
Excise taxes may be imposed upon any privilege if there is a sufficiently definite 
measure, like sales, receipts or capital stock. The tax could even have been measured 
by the proceeds of sales of capital assets. 
Moreover, when the final decision in this case was written (May, 1918), the 
income tax had already been in effect for five years by authority of the Sixteenth 
Amendment. The United States was at war; the need for large revenues was being 
experienced; high tax rates were then being imposed and higher rates were in pros- 
pect. If unfavorable to the government, the Court’s decision under the excise tax 
might have proved a troublesome hurdle when the same question arose under the 
income tax. While these observations are being made in retrospect, they seem per- 
missible in view of the Darlington decision and the position previously taken by the 
courts of foreign countries employing the income tax. 

In its decision the Supreme Court was mindful of the fact that the taxing act was 
an excise imposed upon profits derived from sales and for the privilege of doing 
business as corporations. The Court said:"4 

Selling for profit is too familiar a business transaction to permit us to suppose that it 


was intended to be omitted from consideration in an act for taxing the doing of business 
in corporate form upon the basis of the income received “from all sources.” 


But the term “selling for profit,” in connection with the regular conduct of busi- 
ness, has particular reference to the sale of goods or commodities in which the 
corporation regularly deals and from which it derives its ordinary income. It can 
hardly be said that the sale of capital assets is one of the ordinary functions of busi- 
ness whether or not corporate in form of organization. While the sale of capital 
assets is an essential function of business enterprise, such sales are certainly not made 


* Mitchell Brothers Co. v. Doyle, 225 Fed. 437 (W. D. Mich. 1915). 

®* Doyle v. Mitchell Brothers Co., 235 Fed. 686 (C. C. A. 6th, 1916). 

® Doyle v. Mitchell Brothers Co., 247 U. S. 179 (1918). 

*° Pollock v. Farmers Loan & Trust Co., 157 U. S. 429, 158 U. S. 601 (1895). 
12 247 U. S. at 183. 
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in the regular daily course of “doing business.”. Capital assets imply permanency of 
investment; they are related to capital of the corporation in which change ordinarily 
results from annual profit or loss from trading or from other recurring business 
operations. 


Capital Gains Under the Sixteenth Amendment 

When the question arose under the income tax law the Supreme Court was hard 
pressed for convincing argument in their attempt to maintain the position taken 
under the excise tax. The Court felt that, inasmuch as the Sixteenth Amendment 
had been adopted for the purpose of making the tax upon income possible, the rais- 
ing of revenue thereby was paramount and must not be relinquished in any regard. 
No matter how persuasive the argument of counsel, the gathering of revenue was 
obviously deemed of prime importance. To this effect the Court said:1? 

The interesting and ingenious argument, which is earnestly pressed upon us, that this 
distinction is so fundamental and obvious that it must be assumed to be part of the “gen- 
eral understanding” of the meaning of the word “income,” fails to convince us that a 
construction should be adopted which would, in a large measure, defeat the purpose of the 
Amendment. 


The Cou:t insisted that the word “income” must be given the same meaning as 
it had been given under the corporate excise tax. Thus, the Court would recognize 
only the popular conception of profit—the excess of proceeds of sale over the cost. 
Said the Court:'8 

In determining the definition of the word “income” thus arrived at, this court has 
consistently refused to enter into the refinements of lexicographers or economists, and has 
approved, in the definitions quoted, what is believed to be the commonly understood 
meaning of the term which must have been in the minds of the people when they adopted 
the Sixteenth Amendment to the Constitution. 


The Court obviously refused to give consideration to any meaning of the word 
“income” other than that previously adopted in respect to capital gains under the 
Corporation Excise Tax Law of 1909. 


Changes from 1921 to 1934 

Until the close of 1921, capital gains, like other income, were subject to both 
normal and surtax rates, and losses were deductible in full, except for 1916, when 
net capital losses were allowed only to the extent of gains from similar sources. In 
1921 the Ways and Means Committee of the House recognized that “the sale of 
farms, mineral properties, and other capital assets is now seriously retarded by the 
fact that gains and profits earned over a series of years are . . . taxed as a lump sum 
in the year in which the profit is realized”; that many such sales were “blocked” by 
the capital gains tax.’ In order to remove the “fear of a prohibitive tax” on capital 


22 Merchants’ Loan & Trust Co. v. Smietanka, 255 U. S. 509, 521 (1921). 


18 Td, at 519. 
** Report of House Ways and Means Committee on Revenue Bill, 1921, H. R. Rep. 350, 67th Cong. 


1st Sess. (Aug. 16, 1921), pt. 1. 
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gains a maximum rate of 15% was proposed, the deduction of losses to be limited to 
the same rate. 

Later the Senate Finance Committee also recognized the retarding effect of the 
tax on capital gains and suggested taking “an intermediate position between the 
extreme views embodied, respectively, in the present American and British laws,” 
noting that “in Great Britain capital gain or loss is ignored or eliminated in comput- 
ing the net income.”?® As finally agreed upon the 1921 Act provided for a tax upon 
net capital gain from the sale of property held for a period of over two years at the 
maximum rate of 12!4%. Capital net losses were deductible in full from ordinary 
income. 

The 1924 Act retained the same formula in respect to capital net gains except 
that it limited the deductibility of net losses to the rate of tax, 124%4%. No material 
change was thereafter made in these provisions until 1932 when, because of shrink- 
age in the revenues due to the depression, losses sustained from the sale of stocks and 
bonds held for two years or less were allowed only to the extent of gains arising 
from similar transactions. Net losses in excess of such gains could be carried for- 
ward, under the 1932 Act, and deducted from short-term gains of the next year. 
However, the latter provision was rescinded in 1933 by the enactment of the 
National Industrial Recovery Act so that this provision never became operative. 

By the close of 1933 the Congress realized that the capital gains tax had had a very 
unsettling effect upon the revenues. In December, 1933, Samuel B. Hill, Chairman 
of the Subcommittee on Tax Revision, in a report to Ways and Means Committee of 
the House,’® called attention to some of the defects of this tax, stating that it produced 
an unstable revenue, that is to say, large receipts in prosperous years and low receipts 
in depression years. In this connection the Sub-committee, reporting upon their 
examination of the British system, stated as follows :!7 

The ‘stability of the British revenue over the last eleven years is in marked contrast to 
the instability of our own. In that period the maximum British revenue was only thirty- 
five per cent above the minimum, while in our own case the percentage of variation was 
two hundred and eighty per cent. 


Comparing the British and American revenues, Mr. Parker stated:'® 


While this stability of the English revenue is not entirely due to their treatment of 
capital gains and losses, it is a very important factor in producing this condition. It is easy 
to show that much of the instability of the federal income tax revenue is due to our system 
of taxing these gains and losses. 


Further Changes After 1933 
Seeking further to augment the revenues from capital gains an entirely new 
method of taxing such transactions was adopted in 1934. The flat maximum rate 
of 12!4% and the two-year limitation were abolished. Such gains were taken into 
account, except as to corporations, only to the extent of prescribed percentages of the 
18 Report of Senate Finance Committee on Revenue Bill, 1921, 67th Cong. 1st Sess. (Sept. 26, 1921). 


18 Report of Subcommittee on Prevention of Tax Avoidance, of the House Ways and Means Committee, 
73d Cong., 2d Sess. (1933). “ie. at's. 18 7g. (Exhibit C) at 32. 
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gains and these were subject to the normal tax and the surtax according to the length 
of time the property was held. A gain on a capital asset held for not more than one 
year was wholly taxable—at 100%; if property was held for over one year but not 
more than two years, 80% of the gain was taxable; from two to five years, 60%; from 
five to ten years, 40%; if held over ten years, 30°. Capital net losses, however, were 
deductible only to the extent of capital gains plus $2,000. The same method was 
retained in the Revenue Acts of 1935 and 1936. 

By the early part of 1938 protests in respect to the severity of taxes imposed on 
capital gains were being heard by members of the Congress. The high rates of sur- 
tax were limiting the number of capital transactions to such an extent that assets 
were becoming more and more frozen. The House Ways and Means Committee 
determined that the law must be changed in order to encourage taxpayers to take 
their gains and also to influence them to assume their losses. Various a were 
suggested and rejected. 

The plan finally adopted in the 1938 Act differentiated between short-term and 
long-term gains and losses. A short-term gain or loss is defined as one which occurs 
on the sale or exchange of a capital asset held for not more than 18 months. Such 
gains are fully taxable. Such losses, however, may be carried forward into the 
succeeding taxable year and applied against short-term capital gains of that year. 
The amount so carried over is limited to the amount of the current taxable year’s net 
income. Long-term capital gains and losses consist of two groups: those resulting 
from the sale or exchange of capital assets held for more than 18 months and not 
more than 24 months are taxable to the extent of sigs thereof; gains from property 
held for more than 24 months are taxable at 50°04. However, the tax on gains in the 
first group is limited to a maximum of 20% of the gain, and, in the second, to a 


maximum of 15% of the gain. 


Long-Term Capital Gains 

Capital gains from long-term transactions, when analyzed, are frequently not real 
income at all; and they result in no real benefit to the taxpayer. As stated in the 
report of the Joint Committee of Congress, already mentioned, “in many instances, 
the capital gains tax is imposed on the mere increase in monetary value resulting 
from the depreciation of the dollar instead of on a real increase in value.”?® Discuss- 
ing the subject before the Institute of Public Affairs at the University of Virginia, 
in response to a question from the audience, Mr. Parker said:?° 

Now, as to this increment, it may be not a real increment at all; as has already been 
pointed out. For instance, suppose you bought a house in 1913 for $5,000 and at that time 
the purchasing power of the dollar was considerably higher than now. And supposing that 
in 1928 you had to go to another part of the country and you sold the house for $15,000. 
You would have a profit of $10,000. And when you got your new place of residence you 
found that it would cost you $15,000 to buy for yourself a house just like the one you sold; 
in other words, no better. That can easily happen. So the tax on the capital gain may not 


be a real increment at all. 


1° Id. at 5. 2° INsTITUTE OF PuBLic AFFAIRS, PROCEEDINGS, 1936, p. 335. 
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This off-hand statement by Mr. Parker illustrates the fact that capital gains result- 
ing from monetary changes affecting the general price level are not real gains in 
economic wealth, and that taxes imposed on “gains,” so computed, are levies upon 


capital and not upon income. 


The Difficulties in Valuation 

The economic effects of the capital gains tax have been such unquestionably as to 
weaken the whole income tax structure. When it is necessary to employ forced 
reasoning in order to justify the imposition of an income levy, the harm that results 
is not confined merely to the particular subject of tax involved; indeed the entire 
system of taxation is affected. 

In the first decade of the income tax—after the adoption of the Sixteenth Amend- 
ment—the courts recognized, to a much greater extent than thereafter, the doctrine 
of “realization of income.” Until the 1921 Revenue Act was adopted, capital trans- 
actions were generally subjected to the same rates of tax as ordinary income. Prior 
to that act, however, increments were rarely taxed unless the taxpayer actually realized 
in money on the property received through such transactions. 

A large proportion of capital transactions consists of exchanges of property and 
“to boot” transactions. While the draftsmen of federal income tax statutes and the 
courts have developed the law with respect to definitions of the terms “market value” 
and “fair market value,” they have made little progress with respect to what should 
determine “value” generally. Writing on “realistic valuation,” Randolph E. Paul 


says:*1 

Valuation is neither crystal gazing nor geometry, but a serious hard business with eco- 
nomic and social implications of vast significance. The complexities of the task, if it be 
done in the right way, are almost past belief. The law of valuation cannot be put into a 
strait-jacket; it involves, as do few tasks in the law, a delicately poised judgment which 
will reduce to their proper place a host of cross influences and deflecting forces. Principles 
of valuation, like other principles in the law, are “complex bundles,” and no theory may 
be wholly trusted, for it may be out of touch with reality. A conventional attitude is as 
dangerous as a radical approach. A thousand shades of contradiction must be carried in 
the mind at one time. One must look in many directions at the same time. One must 
avoid a microscopic attitude, yet a host of details must be balanced in the most accurate 


scales. 


One school of thought has suggested the principle of requiring taxpayers to 
evaluate their assets annually with a view to taxing the capital accretion thus dis- 
closed. Commenting thereon Roswell Magill has said:?* “Experience indicates that 
valuations are provocative of endless difficulty and litigation, and must be avoided 
so far as possible.” Judge Learned Hand has observed that the practice of taxing 
accretions annually “would have been rational” but “awkward in administration.”** 

The problem of taxing to the lessor improvements by the lessee on leased premises 
illustrates how far the Supreme Court has gone in taxing economic gains. In the 


32 Paur, SrupiEs IN FEDERAL TAXATION (1937) 228. #2 MacILL, TAXABLE INCOME (1936) 20. 
** Hewitt Realty Co. v. Comm’r of Internal Revenue, 76 F. (2d) 880, 884 (C. C. A. 2d, 1935). 
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most recent case, Helvering v. Bruun,** involving an almost similar situation, the 
Supreme Court, reversing the District Court and the Circuit Court of Appeals, held 
that a lessor realizes gain from the acquirement of a building erected by the lessee 
on leased premises, upon default of the lessee, in the year of repossession. Here, 
however, the parties to the action had stipulated as to a “fair market value” of the 
building. But in 1919 the Court denied certiorari in a case wherein the Circuit Court 
had held a Treasury regulation invalid because “the gain, if taxable at all, must be 
taxed as of the year when the improvements were completed.”*® In 1938 the Su- 
preme Court, reversing the Court of Claims, held on a similar issue that the amount 
allowed to lessee as depreciation on the building was not rental to the lessor, “and 
that, in the circumstances disclosed, any enhancement in the value of the realty in 
the tax year was not income realized by the lessor within the Revenue Act.”¢ 

These cases illustrate how difficult it is to rule consistently upon questions involv- 
ing transactions in capital assets, not to mention the doing of justice to the taxpayer. 
Moreover, the law is not yet settled. One might conclude that, on the facts in Helver- 
ing v. Bruun, the lessor would not be taxed unless the taxpayer stipulates as to the 
value of the building. On the other hand, the “fair market value” may be established 
by the government by expert testimony. The principle of law having been laid down, 
the government will no doubt be prepared in the future when a similar issue arises 
to “prove” value if no stipulation has been entered into. 

In these circumstances, must the lessor cause the building to be demolished by the 
lessee in order that he may escape the tax? This may be too late after the lease has 
expired or the lessee has defaulted. Under present law, the value of the building 
would be taxable as a capital gain. If the lessor razes the building within 18 months 
he sustains a short-term capital loss which could not be offset against a long-term 
gain. If the lessor is taxed, he receives no income from which to pay the tax. If the 
building is of special construction, it is probably not rentable. 

On the ground of equity, one is forced to the conclusion that these and other 
difficulties will ultimately lead to exemption of such transactions from the capital 
gains tax and it is not inconceivable that, in the evolution of the income tax, exemp- 
tions will in effect nullify the capital gains tax. 


Exceptions to the General Rule 

Ever since the inception of the income tax the taxation of capital accretions has 
been recognized as calling for special legislative treatment. Those favoring the tax 
have called attention to the difficulties experienced under the English system in de- 
termining whether gains are derived from a taxpayer’s vocation or avocation; and 
to the possibility that tax-free capital transactions may become a real threat to the 
revenues—if investors should adopt the practice of investing for appreciation rather 
than for income. These are problems which must be dealt with; whether or not 
capital gains are subjected to tax and whatever plans be adopted to meet the situations 
must, of necessity, be more or less arbitrary. 


*4 Helvering v. Bruun, 60 Sup. Ct. 631 (1940). 
25 Miller v. Gearin, 258 Fed. 225 (C. C. A. th, 1919) cert. denied, 250 U. S. 667 (1919). 
*¢ Blatt Co. v. U. S., 305 U. S. 267 (1938). 
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One of the indications of inherent weakness in the system of taxing capital trans- 
actions is the number of exceptions to the general rule. For example, purchases and 
sales of a corporation’s own capital stock, except where it is dealt in for profit upon 
an exchange are not taxable; tax-free consolidations and mergers by provision of 
statutes, a subject on which volumes of court decisions have been written; purchases 
of a corporation’s own bonds on which the law is still uncertain by reason of fine 
distinctions; sale of property used in a trade or business where the property is of a 
character which is subject to the allowance of depreciation; gain or loss is not 
recognized in an exchange of property held for productive use, for other similar 
property and for the same use; reinvestments in like facilities as in the case of 
condemnation of property are tax-free. 

Such exceptions are being made as and when the courts and the Congress recog- 
nize the inadvisability or impracticability of imposing the income tax on capital 
transactions. Of all the inconsistencies growing out of the taxation of capital assets, 
however, one of the worst examples is probably the taxation of a gain on the sale 
of one’s own residential property and the disallowance of loss on the sale of such 
property. 

Instability of Capital Gains as a Tax Base 

As a practical matter, and viewing the taxation of capital gains in its broadest 
aspects, one cannot escape the conviction that this form of taxation is unstable and 
irrational. According to one theory of security market fluctuations a business cycle 
is one in which “bull” markets are counterbalanced in volume by “bear” markets.?" 
If capital transactions in securities were taxed on a uniform basis from year to year, 
and losses were fully allowed, or allowed to the extent of the tax, it would appear 
that the revenue received by the Treasury in market upswings would be approxi- 
mately offset by losses of revenue in depressions. On this theory it would seem that 
to the extent that there is income from ordinary sources during the depression periods 
in sufficient amounts to permit of offsetting losses for tax purposes, the shrinkage in 
revenue by reason of capital losses would approximately counterbalance the revenue 
received during inflationary periods—except in so far as the normal average during 
the business cycle might have advanced and be represented by a permanently higher 
level of value. Thus, if no limitations were placed upon the deductibility of losses it 
would appear that over periods of business cycles the government would receive 
little, if any, benefit from the imposition of the capital gains tax. 

Data published by the Bureau of Internal Revenue, in Statistics of Income, reveal 
the instability of capital gains as a tax base and indicate the disastrous effect that the 
violent declines had upon the revenues in the depression years and until 1934, when 
the deduction of losses was limited to offset against gains plus $2,000. 

Our experience during the depression years proved that the capital gains tax could 
only be made productive of revenue by depriving the taxpayer of the right to deduct 
capital losses. A tax which is desirable to the Treasury only when it is unjust to the 
taxpayer is unsound in principle. 


*7 The Treasury Department has estimated that 85% of capital gain and loss transactions consist of 
securities. : é 





























THE PROPOSAL TO TAX INCOME FROM 
GOVERNMENTAL SECURITIES 


I. THE CASE FOR TAXATION . 


Wut J. SHuttz* 


When the federal income tax was enacted in 1913, it was assumed, without par- 
ticular inquiry or discussion, that taxing the interest on state and local bonds would 
constitute taxation of a state instrumentality, forbidden under the rule of Collector v. 
Day. A few years later, to establish a better market for the Liberty Loans, they 
were made partially or wholly exempt from federal income taxation; the tradition 
of partial exemption was maintained in later federal debt issues. With the expansion 
of state borrowing during the 1920’s, and of federal borrowing during the 1930's, 
there were outstanding in 1939 thirty-five billion dollars of governmental issues 
whose interest was wholly exempt from federal income taxation and thirty-three bil- 
lion dollars whose interest was exempt from the federal income surtax. 

Individual fiscal writers discussed the economic aspects of the problem during the 
1920’s and early 1930's, but legislative interest in the issue was nil. In 1938 the 
Treasury Department opened the subject to popular and legislative controversy by its 
claim that there were no constitutional bars to immediate taxation of the interest on 
state and local securities, and its recommendation that the interest on future state and 
local issues be taxed under federal law. Coupled with this recommendation were the 
proposals that the federal government discontinue issuing tax-exempt securities on 
its own account, and that future federal issues be made subject to nondiscriminatory 
state taxation. 

Hearings on these proposals were held by a special Senate committee during Jan- 
uary and February 1939.2 These hearings provide a complete source for statistics on 
the subject and for the arguments on both sides of the issue. The present article 
summarizes the economic and fiscal arguments and evidence presented by the author 

* A.B., 1922, A.M., 1922, Ph.D., 1924, Columbia University; LL.B., 1930, New York Law School. 
Member of the New York Bar. Assistant Professor of Economics, School of Business and Civic Adminis- 
tration, College of the City of New York. Author of THe TaxaTIon oF INHERITANCE (1926), AMERICAN 
Pusric Finance (1931; rev. ed. 1938), FINANCIAL DEVELOPMENT OF THE UNITED StaTEs (1937), YOUR 
Taxes (1938), and eight monographs on American fiscal problems, published by the National Industrial 
Conference Board from 1926 to 1930. 231 Wall. 113 (U. S. 1871). 


* Taxation of Governmental Securities and Salaries: Hearings before the Special Committee on Taxation 
of Governmental Securities and Salaries (Consolidated Report of Hearings) 76th Cong., 1st Sess. (1939). 
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and others at these hearings in support of the propositions that the practice of issuing 
tax-exempt federal securities should be discontinued and that the interest on future 
state and local issues should be subjected to federal taxation, provided that a 
reciprocal tax right be extended by judicial construction or by specific legislative 
enactment to the state governments. The constitutional aspects of the issue are 
treated in a later article.* 


I. 


The basic argument of those who recommend the ending of tax exemption of the 
interest on government securities is that every tax-exempt bond issued involves a 
revenue loss to the taxing governments that outweighs any saving of interest to the 
issuing government. It should be a self-evident proposition that in general no bond 
buyer will pay more, through lower yield, for tax exemption than such exemption is 
worth to him.* If he can purchase tax exemption for less than it is worth to him, in 
terms of yield differential, of course he will do so. As will be shown, most if not all 
bond buyers do purchase tax exemption for much less than it is worth to them. 
Whatever such bond buyers gain is a net loss to the taxing governments not offset 
by any interest rate saving to the issuing governments. 

The market for tax exemption is definitely limited—much more limited than the 
market for government bonds which, while providing tax exemption, also yield such 
financial values as security, approved place on legal lists, and eligibility for sinking 
funds. We cannot assume that all the earning capital of individual and business 
income tax payers is potentially convertible into government securities for the purpose 
of translating taxable income into tax-exempt income, and that the market for tax 
exemption is coextensive with individual and business earning capital. Most of this 
individual and business capital represents “operating” or “control” investment, and 
no tax saving could tempt the owners to substitute government bonds in place of it. 
Only “nonoperating” individual and business investment funds are potentially in 
the market for tax exemption. My guess, based upon statistics for individual, busi- 
ness, and institutional holdings of governmental issues, is that the present market 
for tax exemption in the United States is not much greater than, and possibly less 
than, the sixty-eight billion dollars of governmental securities now outstanding. 

Because of the progressive character of the federal personal income tax rate 
schedule, the principle of diminishing utility applies to this demand for tax exemp- 
tion. To the fortunate individual with $5,000,000 or more of taxable income, tax 
exemption for his “nonoperating” capital is worth, in interest rate differential, four 
fifths of the current market interest rate. To the business corporation it is worth 
one sixth of the current interest rate. To the man with $4,000 of taxable income, it 


* Rouzer, Legal Problems in Taxing Income from Governmental Securities, infra p. 235. 

“One exception may be noted to this generalization—if bond buyers willing to pay full value for tax 
exemption were to evaluate that exemption on the basis of continuing high tax rates or higher future rates, 
and if such eventuality did not materialize, then the long-run saving in interest to the issuing governments 
would be greater than the long-run revenue loss to the taxing governments. As will be evident from the 
argument that follows, this exception, should it occur, would operate to mitigate, not prevent, revenue loss. 
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is worth one twenty-fifth of the current interest rate. The, outstanding supply of 
governmental securities carrying tax exemption will determine how far down the 
curve of diminishing utility the marginal value of tax exemption will be found. 
My contention is that, given the present demand curve for tax exemption as de- 
termined by the volume of “nonoperating” individual and business capital, and as 
affected by the income tax rate schedule and the present supply of governmental debt 
issues, the marginal value—and hence the interest rate differential—of tax exemption 
is close to nil. The volume of tax-exempt securities issued during the past twenty 
years has made tax exemption almost a “free good” and has killed its value to issuing 
governments. Were tax exemption abolished today, federal, state and local units 
could issue taxable bonds tomorrow at practically the same interest rates as they did 
tax-exempts yesterday.® 

By this I do not mean to imply that governmental issues now enjoy no interest 
differential over corporate issues. Besides providing tax exemption, governmental 
issues also yield such financial values as security and approved position on legal lists 
and for sinking funds. The market for these financial values, which embraces pur- 
chases by savings banks, charitable foundations and other agencies to whom tax 
exemption is valueless, as well as purchases by all individuals willing to pay for 
security of capital by accepting lower yield, is wider than the market for tax exemp- 
tion. While demand for these financial values is also subject to the law of diminish- 
ing utility, the variation in its marginal utility is much milder than that for tax 
exemption. I suspect that, with the supply of governmental securities on the market 
today, the marginal utility of the financial values of these securities may well-be 
higher than the marginal value of tax exemption inherent in these securities. If this 
should be so, then any interest rate differential on governmental issues is determined 
by their financial values and not by tax exemption. If the marginal utility of tax 
exemption is still somewhat greater than that of the financial values of governmental 
securities, then the net market worth of tax exemption is only the spread between 
the two values. The yield differential of governmental bonds assumed by most ob- 
servers to be a measure of the value of tax exemption is in reality wholly or in major 
part a measure of their special financial value.® 

How can the conclusions presented above be reconciled with the statement gen- 
erally made by defenders of tax exemption that such exemption saves security-issuing 
governments .6°% interest on every bond they issue? No reconciliation is possible. 

‘If tax exemption were to be denied to all future issues of governmental securities, while outstanding 
issues continued to enjoy the privilege, the gradual reduction of the supply of tax-exempt securities would 
slowly raise the marginal value of exemption. After a period of years, this marginal value would be 
quite high, and the remaining supply of tax-exempts would enjoy a substantial yield differential. This 
consideration does not constitute an argument for continuing exemption, for it would be the abolition of 
exemption for future governmental issues that would give value to the exemption of the remaining older 
0 The argument developed above is considerably more extreme than the one I presented a year ago to 
the Special Committee. Then I accepted the Treasury's position that there existed a .4% “tax exemption” 


interest differential. Now I am persuaded that the Treasury economists erred in interpreting a “financial 
value” interest differential as a “tax exemption” interest differential. 
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This .6% figure is derived from a report made by Professor Harley L. Lutz of 
Princeton University to the Special Committee last year. His argument for this 
figure was that it constituted an average of the judgment of “expert market opinion,” 
and that it was supported by observation of the yield difference between a group of 
selected government bonds and another group of corporate issues. The Treasury 
economists showed that the range of judgments of the “expert market opinion” was 
from .3% to over 1%, so that a .6% “average” was statistically meaningless, and they 
attacked Professor Lutz’s choice of bond lists used for comparison. The interest 
differential they offered was .4%. But they also erred, in my opinion, in attributing 
this differential to tax exemption rather than to the special financial values of 
governmental securities. 


2. 


Defenders of tax exemption argue that while the federal government loses revenue 
because of the exemption of state and local issues, the state and local governments 
gain by the interest differential, though somewhat less than the federal government 
loses.7 The mayors and fiscal officials of hundreds of cities protested to the Special 
Committee last year that elimination of the tax exemption of local securities would 
impose a crushing additional cost burden upon their governments, which would be 
passed along only to the already overtaxed property owners. Of course, this argu- 
ment is vitiated by the finding that the “tax exemption” interest differential, and 
hence the profit of tax exemption to issuing governments, is negligible. Cities, 
towns, villages, counties and state governments would have to pay nothing, or little 
more, in debt service if the exemption of interest on their securities from federal 
taxation were abolished. 

But assuming that there were some gain in tax exemption to these governments, 
would this justify a continuation of tax exemption? I say no. The state and local 
governments are simply setting up a claim of vested interest in a fiscal defect that 
they believe, mistakenly, operates to their advantage. Were there any gain to these 
governments through tax exemption, the solution would be, not a continuance of 
tax exemption, but a substitution of grants-in-aid or distributed revenues to com- 
pensate for the extra debt service cost. 

™Last year Professor Lutz carried his argument to an extreme length, and argued that the annual 
interest differential gain on tax exemption was $79,000,000 greater than the tax loss. Taxation of Govern- 
mental Securities and Salaries, supra note 2, at 93-202. Few defenders of tax exemption go to this 
length. The argument rests on the improbable first premise that bond buyers in general pay more for tax 
exemption than its total (not merely marginal) value. Moreover, the statistics and calculations that lay 
behind this $79,000,000 figure were subjected to sharp challenge by the Treasury’s economists. The latter 
disputed Professor Lutz’s statistics purporting to show a .6% interest differential between first-grade 
municipals and first-grade taxable bonds, and presented tabulations that indicated that the interest differen- 
tial between such issues varied widely from time to time according to market judgment of the relative 
security of such issues; indeed, at times in 1933, 1934, 1937, and 1938, the differential favored taxable 
issues. Secondly, the Treasury economists pointed out that, even on the basis of a .6% differential, 


Professor Lutz had undercalculated the tax loss to the taxing governments, and overcalculated the 
interest saving to the issuing governments. Id. at 575-646. 
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3. 

At whatever point we place the marginal value of tax exemption—at zero or at 
some higher figure—it must be granted that all inframarginal purchasers of tax 
exemption realize a gain upon the purchase. For individuals, this profit is greater 
or less according to whether the purchaser’s income is large or small, because of the 
progressive character of the federal personal income tax rate schedule. As stated 
earlier, for an individual with $5,000,000 of taxable income, the saving is equal to 
four fifths of the current market yield on his capital minus any “tax exemption” 
differential that may exist, while for individuals with $4,000 of taxable income the 
saving is equal to only one twenty-fifth of such return. In short, the profit of tax 
exemption to the purchaser of government securities is progressive according to his 
income bracket. And yet the cost, if any, of such tax exemption, in terms of interest 
differential, is the same to all purchasers. With our present income tax system, the 
sale of tax-exempt securities constitutes a bounty granted to rich individuals for 
being rich. 

The “progressive” nature of governmental security tax exemption serves to 
weaken the “progressive” character of the personal income tax rate schedule. The 
heavier the tax rates in the higher income brackets, the greater the inducement to avoid 
the tax by investing “nonoperating” capital in tax-exempts. Some writers have argued 
that the presence of this avenue of escape “nullifies” progressive income taxation. 
Such an argument rests on the assumption that rich men could be induced to invest 
all of their capital in tax-exempt securities. This is a false assumption, as was pointed 
out earlier in this article, since only “nonoperating” and “noncontrol” capital—usually 
a small fraction of a rich man’s wealth—is susceptible of transfer into tax-exempt 
securities. But even though progressive personal income taxation is not “nullified” 
by the existence of tax-exempt securities, it is rendered uneven, and therefore unjust, 
in the distribution of its burdens. 


4. 

Finally, we may note the argument that it is the rich who, out of their “non- 
operating” and “noncontrol” funds, should supply the “venturesome” capital for 
new enterprises that entail risk but hold forth the greatest promise of economic 
advance for the nation. This proposition is one of the many in the field of economics 
that can only be asserted, without possibility of proof or disproof. If any weight is 
given to it, we have still another case against exemption of governmental securities. 
For, unquestionably, a strong inducement is offered to the rich to seek the security 
of governmental issues, with their bounty of tax exemption, rather than the taxable 
risk of new ventures. Because of the existence of tax-exempt securities, new ventures 
to some extent must fail to obtain the financial support they deserve, or they must 
gain such support from investors in lower income brackets, who should be the ones 
to invest for security rather than risk. 














THE PROPOSAL TO TAX INCOME FROM 
GOVERNMENTAL SECURITIES 


II. THE CASE AGAINST TAXATION 


Paut V. Bztrers* 


The issuance of tax exempt securities by federal, state and local governments has 
been condemned throughout the past few years by many persons of high position 
and considerable prestige. Various Secretaries of the Treasury have inveighed against 
the practice, and to their voices have been added those of four Presidents. A few 
professors and tax associations have also joined in the general clamor, and the recent 
Fortune and Gallup polls have indicated that over three fourths of the people of 
the nation believe the tax exempt bond should go. The National Program Com- 
mittee of the Republican Party, headed by Dr. Glenn Frank, only a few weeks ago 
urged the abolition of the tax exempt feature from public securities, although 
throughout their report of over one hundred pages they nowhere considered the sub- 
ject. However, after considerable study of the economic and fiscal material and the 
constitutional questions, and at the risk of being regarded as “a voice crying in the 
wilderness,” the writer cannot but express his respectful dissent. 

At the outset, it should be pointed out that the term “tax exempt” is in reality 
a misnomer, when applied indiscriminately to all public securities. Under our 
federated system, as presently interpreted by the Supreme Court, both the federal 
government and the states are sovereign and supreme within the scope of their 
powers and, ever since the great case of McCulloch v. Maryland,? it has been recog- 
nized that neither sovereign may interfere with the sovereign powers of the other. 
The power to borrow money is a sovereign power and its exercise by one sovereign 
may not be burdened or interfered with by the other, though the sovereign which 
issues the bonds, of course, has the right to tax them. Therefore, the bonds issued by 
the federal government are immune from state taxation, but merely exempt from 


*B.S., University of Minnesota; M.S. in Public Administration, Syracuse University. Executive Direc- 
tor, U. S. Conference of Mayors, since 1932. Formerly Executive Director, Institute of Municipal Law 
Officers; liaison officer, Federal Emergency Administration of Public Works; adviser to Federal Civil Works 
Administrator; staff member of the Institute for Governmental Research, Brookings Institution. Editor of 
the United States Municipal News and the Federal-City News. Author of numerous books, pamphlets and 
reports, including FEDERAL SERvicEs TO MuNicIPAL GOVERNMENTS (1931), MUNICIPAL COOPERATION IN 
Europe (1934), and Recent Feperat-City Revations (1936). 

The writer wishes to acknowledge the assistance of Mr. Walter B. Caughlan, Jr., of the Conference on 
State Defense, in the preparation of this article. * 4 Wheat. 316 (U. S. 1819). 
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federal taxation; while bonds issued by the states and their subdivisions, are immune 
from federal taxation, but merely exempt from state taxation. With this distinc- 
tion in mind, we may therefore refer hereafter to such bonds as “tax exempt.” 

The arguments against tax exemption of public securities simmer down to four 
main points. It is claimed that such bonds are a means of tax avoidance by the 
wealthy, which necessarily results in a loss of tax revenue. Thus, a Treasury witness 
before the Ways and Means Committee of the House of Representatives stated that 


“Tax exempt securities can—and do—afford opportunities of tax avoidance.”2 


Other representatives of the Treasury, and all proponents of the taxation of public 
securities, have consistently and continually reiterated the alleged fact that the tax 
exempt bond furnishes a refuge and a haven for the wealthy whereby they escape 
their just share of taxes. Unfortunately, however, the makers of this statement have 


never supported it with any tangible proof. 
Secondly, it is claimed that investment in tax exempt securities interferes with the 
normal flow of risk capital. Former Under-Secretary Hanes of the Treasury stated: 


“Enterprise involving risks finds it difficult to compete with tax-exempt securities in 
attracting capital from individuals in the higher income brackets. . . . The logical sources 
for much of the needed venturesome capital is the surplus funds of persons in higher in- 
come brackets. The existence of tax exempt securities, however, constitutes such an attrac- 
tive alternative opportunity for these persons that it diverts needed funds from private 


investment.” 


Thirdly, it is claimed that the existence of tax exempt bonds destroys the pro- 
gressiveness of the income tax. In his message of April 25, 1938, President Roosevelt 
said. 


“A fair and effective progressive income tax and a huge perpetual reserve of tax exempt 
bonds cannot exist side by side.” 


Another former Under-Secretary of the Treasury states: 


“Progressive surtaxes cannot be made to operate effectively so long as governments 
themselves provide this easy mode of escape from them.”* 


* Statement of John W. Hanes, Under-Secretary of the Treasury, Hearings before the House Committee 
of Ways and Means, 76th Cong., 1st Sess. (1939) 449. The same witness stated before the Special Senate 
Committee, appointed to study the question of intergovernmental taxation, “Some persons with large 
incomes are able to escape income taxes entirely, or in large part, through the device of tax exempt 
securities.” Hearings before the Special Senate Committee on Taxation of Government Securities and 
Salaries, 76th Cong., 1st Sess. (1939) 5. 

® Ways and Means Committee Hearings, 451. The Chief Counsel of the Bureau of Internal Revenue 
declaims that: ‘The most promising source of risk capital is the savings of individuals in higher income 
brackets, but the policy of extending tax exemption to public securities attracts much of this capital instead 
to a practically riskless field which might much better be filled by the savings of persons less able to 
afford to take a chance. . . . Thus it would appear that the effect of the existence of tax exempt bonds 
upon the business life of the country is decidedly bad.” Address by John Philip Wenchel before the 
Investment Bankers Ass’n of America, White Sulphur Springs, W. Va., Oct. 26, 1938. 

“Magill, The Problem of Intergovernmental Tax Exemptions, Nat. Tax Ass’N PROCEEDINGS, 1937, Pp. 


388, at p. 393. 
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Fourthly, it is contended that the tax exempt feature of public securities permits 
governments to borrow more easily than they would be able to were their securities 
taxable, and, therefore, promotes public extravagance. 

These arguments are unquestionably plausible. So plausible, in fact, that too 
many people have accepted them at face value without bothering to investigate the 
facts and premises upon which they rest. It is our belief that a thorough examination 
of these arguments reveals that they are indeed plausible, but unfortunately untrue. 

Dr. Harley L. Lutz, Professor of Public Finance at Princeton University, and a 
recognized expert in this field, has recently undertaken a comprehensive study of this 
entire question, at the request of Comptroller Morris S. Tremaine of the State of 
New York. His report to the Comptroller, entitled “The Fiscal and Economic 
Aspects of the Taxation of Public Securities,”"> completely reexamines the entire 
situation in the light of actual available figures. This report is doubly interesting 
because the author has stated that when he began his studies he had the preconceived 
notion that the tax exempt bond should be abolished. 

Dr. Lutz concludes in his report that the arguments against the tax exempt 

-bond are not founded in fact; that if public securities are subjected to reciprocal 
federal and state taxation the only fiscal result will be a net loss to the nation as a 
whole, together with a shifting of revenue to the federal government at the expense 
of the states. Although the studies of Dr. Lutz were entirely original, it is inter- 
esting to note that he arrives at conclusions similar to those expressed by Dr. Charles 
O. Hardy of the Brookings Institution, in a study made in 1926. The earlier study, 
however, was handicapped by the fact that there were not available to Dr. Hardy 
the figures which would seem to establish that the tax exempt bond, far from being 
a means of tax escape, is in reality a means of tax saving, not to the wealthy, but to 
the smaller, taxpayer. 

It is simply not the fact that the wealthy are loading their estates with tax exempt 
bonds in order to escape their just share of income taxes. An examination of all 
estate tax returns filed with the Treasury Department in the calendar years 1927-1937 
inclusive, reveals somewhat startling figures. These are not selected estates, nor a 
sampling, but are all the estates reported for tax purposes during those eleven years. 
During the period noted above there were 3,044 estates having a net worth of 
$1,000,000 or more. There were 105,499 estates of less than $1,000,000 net. Of the 
estates above $1,000,000, totaling over ten and one-half billion dollars, the following 
were the percentages of investment:? 


I 555s AE LAT As 2's 5 bd aE RARE Rae a KS La ENO OWES 3.69% 
IE ss 5-5 5 rw Od Seen HG 0808 Uh EAS ee MORASS AEE Ss AES 1.12% 
Ag A Re en. ee ee ei Ser eer eae 9.81% 
50.55 das sy ssp iach is chaste seas ees d seneerl coos 4.80% 
555 5h casa Rak CwEREE Sa As ae paandd> Ss ee Res pM tenes 55.23% 


* Privately printed (1939), hereinafter cited as the “Lutz Report.” Copies of this Report are available 
in the Library of Congress and at most of the prominent libraries throughout the country. 
® Tax ExEmMpT SECURITIES AND THE SURTAX (1926). Lutz Report, 46. 
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For the estates less than $1,000,000 totaling twenty-two billions, the following were 
the ratios: 


a sis a NN cele sviwadadoscdeucse seeds recon pametee 1.05% 
I nas 9 5.6 a aio ane ies dla ns 2S sith ole hws ee Dae ed 2.46% 
ES co cea Sia dpi b's tides Wis wid.b'a bid aS Sd ee le RE Ee 3.61% 
Gs 5 SS Lied ae hale pred Ain enc veda Home wa te eeeaiatben 8.46% 
005 5s i Sed vv i> dns dans Vncetaweee PERE Ie MaeS 36.14% 
The average for all estates: 

RE Ne Per Any rents SST Wey 1.90% 
a 9 5 ns op a vin dik ttese sss oes om eee EET Oe 2.03% 
2S 6 a 5 0g ov wd SHS kee et eEd Loe Ge eee 5-63% 
I 0 55.555 i 60 GOs news AVATAR on Ses Sole ME Vee F227, 
a ick ed Sarai hss dip celd Wig acd gehen eae aaa ae 42.35% 


It will be noted that the average ratio of all public securities to the gross estate 
is 9.56% while the average ratio of all private securities to the gross estate is 49.62%, 
and that the amount of taxable corporate bonds is almost equal to the percentage of 
all public securities, being 7.279%. Moreover, as far as holdings of state and municipal 
bonds are concerned, taxable corporate bonds exceed them by almost three to two, 
since taking both the large and small estates, municipals constitute only 5.63°%/ of the 
security holdings. 

These figures hardly bear out the constantly repeated plaint of Treasury officials 
that the wealthy are escaping taxes by sinking their funds in tax exempt bonds, and 
also shed considerable light on the consistent failure of Treasury spokesmen to offer 
tangible statistics, rather than generalities, in support of their argument. 

Many people, when confronted with these figures, are inclined to be skeptical 
and exclaim, “Well, if the rich don’t take this way of escaping taxes, why don’t 
they?” The answer is relatively simple. While it is unquestionably true that there 
are a certain few rich persons who do profit by investment of capital funds in tax 
exempt bonds, no one ever got rich buying tax exempts. The vast majority of large 
incomes made today in the United States necessitate the investment and continuance 
of capital in private enterprise. Perhaps one of the best commentaries on this phase 
of the question comes from a witness produced by the Treasury Department at the 
Senate Hearings, Professor William J. Shultz, of the College of the City of New 
York: 


“As study of the composition of estates of rich decedents shows, our wealthy men still 
keep the major part of their wealth in junior issues. Tax exempt bonds never gave anyone 
control over an enterprise. And the power and the opportunities for capital gain that 
inhere in common stocks are not to be surrendered lightly—even for a substantial tax 
saving—by the man who can afford, to own them.” 


Moreover, the number of people in the high surtax groups who can benefit from 
the ownership of tax exempt securities is small. If the income be entirely from tax 


® Special Senate Committee Hearings, 534. 
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free securities, it would have to be more than $60,000 a year before the investor 
begins to gain on the basis of the average interest yield spread between comparative 
public and private investments in 1938. In the year 1936 there were only 12,975 
returns of net incomes in the brackets of $60,000 and over.® To achieve such an 
income on the basis of the investment of capital in a 2% tax exempt bond, it would 
first be necessary to find $3,000,000 in cold cash. 

Where there is a mixed income from both taxable and nontaxable sources, the 
breaking point of advantage in holding tax exempt securities drops to the net income 
level of approximately $20,000. However, the relative gain from such investments 
by persons whose net incomes may be between $20,000 and $60,000 is not large and 
it becomes smaller in proportion as the income itself diminishes.’° 

Moreover, it must be remembered—and this is almost universally overlooked— 
that when an investor purchases a tax exempt bond he accepts a very low rate of 
interest, which is in effect a form of taxation at the source. The investor is paying 
a tax to the borrowing body, be it federal, state or municipal, which is frequently 
more than he would pay in the form of income tax had the bond been taxable and 
borne a comparable interest rate. 

The Treasury Department insists that the issuance of tax-free securities interferes 
with the normal flow of risk capital, but capitalization figures do not bear out this 
statement. In the five years from 1926 to 1930, corporate assets increased seventy-three 
billion dollars. During this same five years the secured debt borrowed in private 
industry increased by almost twenty billion dollars. State and local borrowing was 
not more than seven billion dollars at most during this same period, while there 
was no federal borrowing, since the federal debt was being retired. In the five years 
from 1930 to 1936 the influence of the depression had its effect and the total corporate 
assets remained approximately the same. But neither was there any appreciable state 
and local borrowing during this period, since it averaged less than $10,000,000 a 
year.!1 Therefore, the failure of capital corporate assets to increase obviously cannot 
be blamed on state and local borrowing, since there was none. If there has been a 
diversion of capital funds from industry since 1932, it might be well to look to the 
federal program of borrowing and to the federal surtax rates. As has been pointed 
out before, the federal government can tax its own bonds any time it wants to, and 
if its officials are so convinced that this is the remedy, it is somewhat incongruous 
that they are not willing to try it on their own dog first. 

Moreover, general business conditions, as such, played a far greater role in the 
absence of risk capital than the issuance of tax free securities. Mr. Hanes himself 
was quoted as saying, on September 17, 1939:"” 

“That he was ‘optimistic’ on the business outlook because the ‘profit motive is return- 
ing,’ whereas, in the last five years people were ‘concerned chiefly with safety.’ 

“, .. As a result of the quickening of public confidence, the Under-Secretary said, 
business executives are now more freely putting accumulated company funds into plant 


® Lutz REPorT, 130-132. 2° Ibid. 
*1 Lutz Report, 155. *2 New York Times, Sept. 17, 1939, I, 13. 
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equipment and improvement. He contrasted this with the fact that not so long ago some 
government obligations were quoted at a minus interest rate. 
“In other words,’ he said ‘people were paying the government money to keep their 


funds safe.’ ” 


It seems somewhat difficult to square this statement of the former Under-Secretary 
with the continued insistence upon the tax avoidance argument. If the investor’s 
primary concern is safety, then the taxability of the income makes little difference. 
Moreover, the capital invested by trustees, insurance companies, and other institu- 
tional investors, and by public funds such as retirement systems, sinking funds, and 
so on, is not risk capital in any event and it is such investors who hold two thirds to 
three fourths of the outstanding public securities. Such investors are not interested 
in tax avoidance because they are not subject to the surtax. They are forced by legal 
limitation to invest in public securities and would do so whether they are tax exempt 
or not. The only difference would be that it would cost the borrowing body far more 
in interest than it does at present. 

Nor does the issuance of tax free securities destroy the progressiveness of the 
income tax. The income tax, at present, seems to be working very well. Dr. Lutz, 
in a recent lecture, aptly illustrated this fact. He stated:'* 


“In 1937, in the net income brackets of $60,000 and over, there were 11,529 returns 
reporting a total net income of $1,412,936,000, upon which a total tax of $575,918,000 was 
paid. In the brackets between $20,000 and $60,000, there were 67,725 returns reporting a 
total net income of $2,115,373,000, upon which a total tax of $278,282,000 was paid. 

“These figures indicate that in 1937 there were 11,529 persons who could have ben- 
efited from tax exemption by converting a// other investments into tax-exempt securities. 
That is, they received a net income of $60,000 or more. On the basis of the 1938 yield 
differential, these were the only persons who could have gained by such a course from the 
standpoint of tax savings. Yet this small group of individuals did not convert everything 
into tax-exempts. On the contrary, they reported total net income of $1,412,936,000, on 
which taxes were paid amounting to $575,918,000. This group represented .18°% of the 
total number of returns filed, and their income was 6.7% of aggregate net income 
reported, yet the tax paid was 50.4% of the total personal income tax for the year. Ap- 
parently there is little avoidance of income taxation here, and no failure of the progressive 
system. 

“Similar, though less extreme, progression appears in the case of those in the income 
brackets $20,000 to $60,000. The individuals in these income brackets comprised 1.07% 
of all who made returns; they had 10% of total net income reported; and they paid 24.4% 
of the total tax. Again the progressive tax system appears to.be in good working order 
despite the possible receipt of some income from tax-exempt sources. 

“The Treasury’s reply to these figures was a suggestion that those persons also had so 
much income from tax-exempt sources as to create a serious menace to the progressive tax 
system. One witness before the Special Senate Committee put it as follows:14 

“Tt is submitted that the existence of 100,000 taxpayers, who reported about $4,000,- 
000,000 of net income or more than one-fourth of the total income reported on individual 
income-tax returns, and who are in position to gain by tax exemption—and have gained 


8 Lutz, The Business Man’s Stake in Government Finance, Tuirp ANNUAL STANFORD Business Con- 
FERENCE, July 17-21, 1939. * Special Senate Committee Hearings, 584. 
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an undetermined amount—constitutes a serious threat to the progressiveness of income 
tax.’ 

“Regardless of the amount of tax-exempt income that the individuals with net incomes 
of $20,000 and over may have received, the hard fact remains that on one-sixth of total 
personal net income they paid three-fourths of the personal income tax. With this kind 
of actual progression, it is an exaggeration to say that the progressiveness of the income 
tax is seriously impaired.” 


The argument that the tax exempt bond fosters municipal extravagance ignores 
the meaning of the word extravagance. Extravagance means disregard of cost, and 
if municipal officials are extravagant, they will be so, whether their securities are 
taxable or not. The place to stop extravagance is at the ballot box, not by making 
confusion worse confounded by increasing the cost of what is assumed to have 
already cost too much. 

Moreover, while unquestionably there was some extravagance during the period 
1926-1929, the “era of beautiful nonsense,” in large part the borrowings of states and 
cities have been demanded by their citizens to solve problems which have only 
recently become the concern of government. The rapidly mounting hazards of motor 
_ traffic demand large expenditures which cannot be ignored. The need for low cost 
housing has been recognized as one of pressing public importance. Schools, health 
centers, relief, recreation, parks, rapid transit, all of these have made demands upon 
state and local government within the last twenty-five years far in excess of any 
demands made upon it heretofore. It is for these purposes that state and municipal 
borrowing has been incurred and will be incurred in the future. 

Having considered the arguments against the tax exempt bond and the answers 
to them, let us consider the actual fiscal effects of the reciprocal tax proposal. 

The Treasury Department advocates the imposition, by legislation, of a federal 
tax on all federal, state and municipal securities to be issued in the future together 
with a permission contained in the legislation to the states to levy a tax upon federal 
bonds. 

It is the unanimous opinion of fiscal experts throughout the country, including 
experts of the Treasury Department, that this proposal would immediately cause a 
rise in the interest rate paid on public securities, since the buyer would refuse to 
absorb the tax, but would pass it on to the borrower. Moreover, the rise in interest 
demanded by the purchaser has been proven by actual experience to be more than 
would ordinarily compensate for the tax imposed upon the income from the bonds.*5 
Comptroller Tremaine of New York explains this apparent paradox: © 


*© City of Easton, Pa., passed on to purchaser a 4-mills state tax on its municipal bonds. Resulting 
rise in interest rate was ten mills or 2% times the tax. Statement of Norman A. Peil, Director of Accounts 





and Finance, Easton, Pa.; Special Senate C ittee Hearings, 276. 

In Ohio, various cities issued both tax-free and taxable bonds. The average interest spread between the 
two was 75 points. For example, Cincinnati tax-free bonds were offered on a 1.25% basis, while Cin- 
cinnati taxable bonds were selling around 2%. Statement of W. E. Kershner, Secretary, State Teachers 
Retirement System, Columbus, Ohio; id. at 369. 

See also statement of Comptroller Morris S. Tremaine of New York State, id. at 203. 
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“Why does the market adjust itself to the tax differential with such a wide margin to 
spare? The answer is simple. The purchaser of a bond maturing say, 20 years hence, 
naturally does not know whether the current 5-percent tax will continue to obtain or 
whether it may be raised to 10 percent, or 15 percent, or some other percentage before his 
investment is finally retired. So, in the face of this uncertainty, the purchaser naturally 
hedges on the price in an endeavor to cover any possible future eventuality.”1¢ 


Dr. Lutz, in his study, estimates that the rise in the interest rate on first grade 
state and municipal long term bonds would be 60 points, and that the rise on short 
term borrowings would be 20 points. This, of course, would vary according to the 
strength of the bond. As to federal bonds, Dr. Lutz estimates an average rise of 
about 7 points on both long-term obligations and short-term notes27 ~ 

The bases for these estimates are too complicated to be set forth here. But suffice 
it to say that the conclusions of Dr. Lutz are supported by every municipal finance 
officer in the country, as well as by fiscal experts, municipal bond bankers and 
technical advisers. Comptroller Tremaine testified that: 


“If Doctor Lutz has erred at all in arriving at his conclusions, it would be on the side 
of conservatism. His estimates on the increased cost of financing, I believe, are far lower 
than they would prove to be in actual practice.”18 


On the basis of Dr. Lutz’s estimate of additional interest cost, the federal tax on state 
and municipal bonds would result in an increased interest cost!® to the states and 
municipalities of $113,000,000 annually. The federal tax on federal bonds would 
result in an increased interest cost to the federal government of $157,000,000 annually, 
and the state tax on federal bonds would add an additional cost of $30,000,000. The 
states would gain from taxation of federal bonds only $17,000,000 annually. The 
federal. government would gain from the tax on state and municipal bonds approx- 
imately $120,000,000 and on the tax on its own bonds $109,000,000. It will be noted 
that, in each case where the gain and loss are comparable, the additional interest 
cost always exceeds the revenue gained. 


2° Td. at 203. 17 Lurz Report, 68-69. 

18 Mr. Tremaine estimates a 75 to 100 point rise on the obligations of the State of New York, which 
are able to command a very low interest rate. Special Senate Committee Hearings, at 203. 

Henry F. Long, Commissioner of Corporations and Taxation of Massachusetts, testified that at the 
very minimum the tax exempt feature of municipals represents a benefit to the issuing body of one half 
of one per cent. Ways and Means Committee Hearings, 445. 

For other testimony to like effect by state and municipal financial officials, professors of finance, and 
bankers, see Special Senate Committee Hearings, 254, 331, 332, 365, 367, 385; Ways and Means Com- 
mittee Hearings, 149, 152, 159, 165, 360. 

Professor William J. Shultz, a Treasury witness, testified: “With the present group of tax-exemption 
purchasers out of the market, prices for Government securities would unquestionably fall—that is, the 
issuing governments would have to offer a higher interest rate.” Special Senate Committee Hearings, 533. 

Moreover, Professor James D. Magee of New York University stated in a recent study published by 
the Brookings Institution: “The cost of new government borrowing would be materially increased. In 
view of the fact that the credit of municipalities is none too satisfactory, such an increase in the cost of 
credit might in many instances have serious repercussions.” ‘TAxaTION AND CaPITAL INVESTMENT 
(1939) 59. 

2° The following figures of annual additional interest cost assume the issuance of a volume of taxable 
bonds equal to that of presently outstanding nontaxable bonds. It is estimated this process of gradual 
replacement of nontaxable bonds will take about 40 years. 
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The composite result, therefore, shows that while the federal government stands 
to gain somewhat in revenue, the loss to the states far exceeds that gain. The states 
will lose $96,000,000 annually, while the federal government will gain only $42,000,- 
ooo. Thus the nation as a whole—and it is well to remember that we are all citizens 
of both state and federal governments—will lose $54,000,000 annually.”° 

These figures by Dr. Lutz are substantiated in large part by those presented by 
the Treasury Department at the recent Senate and Ways and Means Committee 
Hearings.?? 

It is well to remember, also, that while the impact of the tax will immediately 
affect the interest rate which public securities must bear, the revenue to be received 
will be relatively inconsequential for at least twenty or more years to come, since 
sufficient tax-exempt bonds will remain outstanding for at least that period. The 
Treasury has many times conceded that the revenue, if any may be expected, will 
be an unimportant figure for years to come.?? 

The question naturally arises—“If this tremendous sum is lost between state and 
federal governments, who gets it and who pays it?” The answer is, of course, that 
the bondholder receives this sum in the form of extra interest, which more than 
compensates him for the tax he pays and thus overbalances the revenue received. 
Since the governments must pay it, naturally they must look to their only source 
of revenue—the taxpayer—to recoup it. Thus, the incidence of this tax falls directly 
on the general taxpayer—the real estate owner, the salaried employee, the home 
owner, the storekeeper, and similar classes of taxpayers who are least able to afford 
it. Thus the tax which is widely hailed as a “soak-the-rich” tax is, in reality, nothing 
but an added burden placed directly on the shoulders of the little fellow.?® 


Thus, it is obvious that the reciprocal tax will simply result in a shifting of 
revenue from the states to the federal government, with a net loss to the nation as a 
whole resulting, and the general taxpayer bearing the burden of this loss. Obviously, 
the loss to the states and cities will have to be made up by increased general taxation. 
The municipalities will have to levy additional taxes upon already overburdened 
real estate, and the states, already frantically searching for new sources of revenue, 


*°Tt is interesting to note that former Under-Secretary Roswell Magill estimated the federal revenue 
from a tax on state and municipal bonds to be $70,000,000 annually. Using this estimate of revenue, the 
net loss to the nation as a whole would be $104,000,000 annually, with neither the state governments nor 
the federal government showing anything but a loss. ** Ways and Means Committee Hearings, 46. 

22 See Senate and House Committee Hearings, passim. Professor William J. Shultz has gone so far 
as to suggest that to prevent loss of revenue, and the investment of large fortunes in presently outstanding 
bonds, that even bonds already issued with a representation that they were tax exempt be taxed. Special 
Senate Committee Hearings, 544. The Treasury, however, expressly disclaims any intent to tax such 
securities. Statement of Under-Secretary John W. Hanes, Ways and Means Committee Hearings, 448. 

*° “If it is the intent to soak the bloated bondholder, this proposal is certainly not the way to achieve 
that end. On the contrary, it would tend to play into his hands at the expense of the ordinary local 
taxpayer. . . . Who pays this price differential, represented by the extra interest cost plus whatever 
margin of safety the market may dictate? Certainly not the bondholder. He is obviously benefited by 
the extra net income. The only person who must pay it is the ordinary tax payer in the municipality 
concerned, upon whose property the excess cost must be levied.” Statement of Comptroller Morris S. 
Tremaine of New York State, Special Senate Committee Hearings, 203. 
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will find it necessary to tap even additional sources—if any are left—to recoup their 
additional borrowing expenses. 

Moreover, this tax, with its concomitant rise in interest rate, will make refunding 
by states and municipalities virtually impossible. There are now in progress, and 
have been for the past two or three years, refunding programs of state and local 
governments, by reason of which vast sums were saved to local taxpayers. The City 
of Detroit, for example, refunded 4’s and 4!4’s at an interest rate which has saved 
the city almost $3,000,000 a year.?4 

Revenue bond financing, which has recently increased and which is recognized 
as a most desirable means of financing self-liquidating public undertakings, would 
be definitely crippled, if not altogether destroyed. The largest part of the cost of a 
self-liquidating undertaking is the interest on the funded debt, and, if this interest 
rate rises, the cost of maintaining a project will go so high that it cannot be floated 
on a self-liquidating basis and, therefore, in most cases, cannot be floated at all.?® 

The proposed tax is justified by its proponents on the ground that since it is 
reciprocal the states will be able to recoup any losses they may sustain by the 
taxation of federal bonds. The figures of Dr. Lutz show that this is a fallacy. More- 
over, even the theory of reciprocity is a false one. The federal government would tax 
the states on the basis of the claim that it has the supreme constitutional power to do 
so, and therefore taxes the states as a matter of right. But the states will tax federal 
bonds because the federal government is graciously pleased at the moment to permit 
them to do so, and therefore the states tax as a matter of sufferance. Obviously, the 
permission granted by the federal government may be revoked at any time, but the 
power to tax the states, once established, cannot be taken away without a constitu- 
tional amendment. 

Also, aside from the legal viewpoint, the reciprocity offered is an economic fiction. 
The municipalities of the country would receive no relief from the burden imposed 
upon them by a federal tax on their securities, since in almost all cases cities have no 
power to assess income taxes, and federal bonds would not be subject to a property 
tax. Moreover, even as regards the states, only Delaware, Massachusetts, New York 
and Wisconsin would stand to break even. These states might possibly show a slight 
profit because of the heavy concentration of federal bonds within their borders. All 
the other states, because of the unequal distribution of federal securities, and espe- 
cially the twelve states which have no personal income tax and therefore would be 
unable to tax the federal securities at all, would have no chance of recoupment. 

** Statement of Henry Hart, Vice President, First of Michigan Corporation, Ways and Means Committee 
Hearings, 150. 

*5 Statement of Frank C. Ferguson, Chairman of The Port of New York Authority, Special Senate 
Committee Hearings, 254 et seq.; statement of Robert Moses, Chairman of the Triborough Bridge 
Authority, id. at 285: “It was necessary in each case to convince the investing. public that these projects 
would be self-liquidating. In that connection it was vital that the interest rate be kept as low as possible. 
- From my experience in negotiating the sale of these revenue bonds I feel positive that if the investing 
public were not convinced that they were exempt from Federal and State income taxes, the bonds probably 


could not have been sold at all and funds would not have been obtained for these vital public improve- 
ments without resorting to taxation and large Government subsidies.” 
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Thus it is that the officials of the states and cities are universally opposed to the 
enactment of legislation subjecting state and municipal bonds to federal taxation. 
The Attorneys General of 45 states, together with other state and municipal officials, 
have banded together in a Conference on State Defense to fight such federal invasion 
of their fiscal autonomy. In this fight, they have the support of the United States 
Conference of Mayors, led by its President, Mayor Fiorello H. LaGuardia of New 
York, the American Municipal Association, the Municipal Finance Officers Asso- 
ciation of America, the Municipal Leagues in every state in which they exist, the 
National Association of Attorneys General, and many other organizations in the 
field of public affairs. 

All of these bodies are non-partisan and non-political, and have no ax to grind. 
All of them sent representatives to appear before the Senate and Ways and Means 
Committees, in 1939, to register the protests of the states and cities against the in- 
calculable harm to which their finances would fall victim were this federal tax im- 
posed upon them. Though witnesses representing every state in the country and 
most of the cities of the nation appeared before these committees, not one spoke in 
support of the Treasury proposal. It is therefore obvious that the considered opinion 
of those whose duty it is to know, is, that the proposed tax is unfair, unwarranted, 
and fraught with grave constitutional dangers. 

These dangers center principally around the proposal to impose such a tax by 
Act of Congress. It is difficult, of course, in the field of constitutional law, and 
especially in the field of intergovernmental taxation, to give a flat “Yes” or “No” 
answer to any specific problem. It is unfortunately true that, with the Supreme 
Court as presently constituted, the value of precedent has considerably diminished. 
The Department of Justice alludes to this when, in admitting that the law as it now 
stands prevents the imposition of such a tax, it states: 

“There remains only the bare fact that the Pollock case has been decided and that it has 
not yet been overruled. At least in the field of intergovernmental tax immunity, this is 


not a matter of great importance.”26 


Whether or not the Supreme Court is flattered by the statement that its existing 
decisions are not a matter of great importance is not known, but it is unquestionably 
true that the statement today has considerable validity. Since, however, the only way 
in which a legal opinion can be formulated is by a reference to the prior decisions of 
the court, we shall have to struggle along on that basis. The case of Pollock v. 
Farmers’ Loan and Trust Co." is the case which held that a federal income tax 
upon the interest from state and municipal bonds could not be constitutionally im- 
posed by legislation. Since that case was decided, its validity has never been ques- 
tioned by the Supreme Court but, on the contrary, its principles have been reiterated 
and upheld.?® On the basis of precedent, therefore, we may conclude that such 
legislation should be held invalid. 


2°. S. Dep’r oF Justice, TAXATION OF GOVERNMENT BonDHOLDERS AND Emp.oyees (1938) 61. 


*7 157 U. S. 429 (1895); 158 U. S. 601 (1895). 
28 Plummer v. Coler, 178 U. S. 115, 117 (1900); Ambrosini v. U. S., 187 U. S. 1, 7 (1902); Farmers 
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Moreover, even under the recent cases upholding reciprocal taxation of public 
salaries,*® legislation taxing state and municipal bonds would nevertheless be invalid 
under the rules therein postulated. In the Gerhardt case, the court laid down the 
rule that a tax would be upheld unless there was an actual burden upon or inter- 
ference with the functions of the state. Moreover, the burden must be real and 
direct and not merely “speculative and conjectural.” This rule was reiterated in the 
O’Keefe case. 

If this rule be applied to our present problem, there seems no escape from the 
conclusion that the tax is invalid. A tax which will impose an expense of over a 
hundred million dollars a year upon the states and municipalities is certainly not a 
burden merely “speculative and conjectural.” Such a burden is real and direct. 
Such a burden, moreover, would definitely operate to hamper the exercise of the 
sovereign power of the states to borrow money. If these statements are true, and they 
may readily be proved, then the tax may not be upheld. 

It is also urged that the adoption of the Sixteenth Amendment to the Constitution 
has given the federal government the power to tax “income from whatever source 
derived,” and that such income includes the income from state and municipal bonds. 
To so construe these words, it is necessary to wrench them from their context, and 
to ignore entirely the reason for the enactment of the Amendment. The Sixteenth 
Amendment was intended only to overcome the provision of the Constitution which 
requires that any direct tax be apportioned among the several states according to 
population. This provision made an income tax impractical and unworkable and 
therefore the Sixteenth Amendment was adopted in order to allow the practical 
operation of a personal income tax. 

Moreover, many Supreme Court cases have held that the Sixteenth Amendment 
does not encompass within its scope the income from state and municipal bonds.®® 
It is true that Mr. Justice Black has suggested the desirability of a reexamination of 
the subject,31 but his colleagues have so far shown no inclination to follow his lead. 


& Mechanics Savings Bank v. Minnesota, 232 U. S. 516, 526-527 (1914); Evans v. Gore, 253 U. S. 245, 
255 (1920); Gillespie v. Oklahoma, 257 U. S. 501, 505 (1922), over’d on other grounds, Helvering v. 
Mountain Producers Corp., 303 U. S. 536 (1938); Greiner v. Lewellyn, 258 U. S. 384, 386 (1922); 
Metcalf & Eddy v. Mitchell, 269 U. S. 514, 521, 522 (1926); National Life Ins. Co. v. U. S., 277 U. S. 
508, 521 (1928); Willcuts v. Bunn, 282 U. S. 216, 225, 226 (1931); Indian Motorcycle Co. v. U. S., 283 
U. S. 570, 577: (1931); Burnet v. Coronado Oil & Gas Co., 285 U. S. 393, 400 (1932), over’d on other 
grounds, Helvering v. Mountain Producers Corp. 303 U. S. 376 (1938); Trinityfarm Construction Co. v. 
Grosjean, 291 U. S. 466; 471 (1934); Ashton v. Cameron County Water Imp., Dist. No. One, 298 U. S. 
513, 530 (1936); New York ex rel. Cohn v. Graves, 300 U. S. 308, 315, 316 (1937); Hale v. Iowa State 
Board, 302 U. S. 95, 107 (1937); James v. Dravo Contracting Co., 302 U. S. 134, 150, 153, 156 (1937); 
Helvering v. Mountain Producers Corp., 303 U. S. 376, 386 (1938); U. S. v. Bekins, 304 U. S. 27, 52 
(1938); Helvering v. Gerhardt, 304 U. S. 405, 417 (1938). 

*° Helvering v. Gerhardt, 304 U. S. 405 (1938); New York ex rel. O’Keefe v. Commissioner, 306 
U. S. 466 (1939). 

*° Brushaber v. Union P. R. Co., 240 U. S. 1 (1916); Stanton v. Baltic Mining Co., 240 U. S. 103 
(1916); Peck & Co. v. Lowe, 247 U. S. 165 (1918); Metcalf v. Mitchell, 269 U. S. 514, 521 (1926); Evans 
v. Gore, 253 U. S. 245 (1920); Willcuts v. Bunn, 282 U. S. 216 (1931); Eisner v. Macomber, 252 U. S. 
189 (1920); National! Life Insurance Co. v. U. S., 277 U. S. 508 (1928). 

2 Concurring opinion of Mr. Justice Black in Helvering v. Gerhardt, 304 U. S. 405, 424 (1938). 
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In closing I should like to quote from a recent address of the Solicitor General 
of the State of New York. He said: 


“But I would like to point out to you just exactly what this argument of the Treasury 
means. They insist that the Sixteenth Amendment means what it says, and exactly what 
it says. If this be true, then income of any sort is subject to a federal tax. Income from 
municipal water supply systems, from a municipal electric light plant, from publicly 
owned toll bridges, from myriads of other public enterprises, is therefore taxable. The very 
tax revenues of the states and municipalities themselves are income—and therefore taxable 
—if Washington wishes to do so. 

“Thus we come to the crux of the situation. Grave problems of governmental effective- 
ness flow from the sovereignty that is bound up with ‘tax immunity.’ There is latent in 
the attempt by the Federal Government to tax the exercise of the governmental powers of 
the states, a most serious danger to traditional American institutions of state and local 
home rule and of a surrender to what may become concentrated nationalism. 

“This proposal attempts to brush aside the whole history and meaning of our state 
and local institutions. This we must resist to the utmost of our ability. The consequences 
are too dangerous, both in governmental principles and in fiscal effects to warrant the 
change. In the words of the Mayor of New York, “The proposal comes one hundred and 


fifty years too late.’” 














LEGAL PROBLEMS IN TAXING INCOME FROM 
GOVERNMENTAL SECURITIES 


Ermer E. Rouzer* 


President Roosevelt, in his message to Congress of April 25, 1938, and again on 
January 19, 1939, urged Congress to tax the interest from future issues of state bonds, 
and to authorize the states to tax the interest from future issues of federal bonds. 
The conflicting reactions to the constitutionality of this proposal are evidenced by the 
fact that the Department of Justice? and the Joint Committee on Internal Revenue 
Taxation, after making comprehensive studies of the subject and examining the same 
cases, came to opposite conclusions. 


I. Tue Doctrine oF INTERGOVERNMENTAL IMMUNITIES 

The legal difficulties with respect to the taxation of the interest from govern- 
mental securities arise from the doctrine of intergovernmental immunities. That 
doctrine, the outgrowth of McCulloch v. Maryland, which found a federal im- 
munity from state taxation, and Collector v. Day,® which found a similar immunity 
for the states from federal taxation, forbids the taxation of one government by the 
other where the imposition of the tax would tend to interfere with a governmental 
function of the former. The cases dealing with the immunity are so numerous, and 
the doctrine has so many refinements,® that its development cannot be retraced in 
detail within the confines of a brief article. Broadly stated, the law is settled that 
immunity exists only when the government is acting in a governmental, as opposed 
to a proprietary, capacity. In addition, where the tax is not imposed directly upon 
the state or federal sovereign, it must be shown that the burden of the tax will be 
passed along to the government. 

In order to sustain a tax on the interest from governmental securities it would 
seem, then, to be necessary to find that the issuance of securities is not a governmental 


* A.B., 1938, Duke University. Member of the third-year class, Duke Univ. School of Law. Member, 
editorial board, Duke Bar Ass’n Journal. 

* The question of the constitutionality of such a tax cannot be raised under existing tax laws. Federal 
statutes, state constitutions, statutes and regulations forbid the taxation of the interest of the securities 
issued by the other government. 

?U. S. Dep’r oF Justice, TAXATION OF GOVERNMENT BoNDHOLDERS AND EMPLOYEES (1938). 

* Report to the Joint Committee on Internal Revenue Taxation, Power of Congress to Tax the Interest 
from State and Local Securities and the Compensation of State and Local Employees (1939). 

* 4 Wheat. 316 (U. S. 1819). S31 Wall. 113 (U. S. 1870). 

*See the works cited supra, notes 2 and 3. For shorter treatments see Wenchell, Federal-State Re- 
ciprocal Taxation of Income from Public Securities (1939) 17 Taxes 507, and Brown, Intergovernmental 
Tax Immunity: Do We Need a Constitutional Amendment? (1940) 25 Wasu. L. Rev. 153. 
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function, or, that the taxation of the interest from such securities would not unduly 
burden the borrowing sovereign. There is little doubt that the issuance of securities 
is a governmental function. This has been traditionally assumed with respect to the 
states,” and Mr. Justice Stone, in Graves v. O’Keefe,® said that every enterprise in 
which the federal government could constitutionally participate is governmental in 
nature. 

The most compelling argument against the taxation of the interest from tax- 
exempt bonds is that the imposition of the tax would place a real burden on the 
issuing government. Since the legal incidence of the income tax is upon the indi- 
vidual bondholder, unless he shifts the burden of the tax along to the government, 
the argument that the tax interferes with a governmental function must fail. But it 
has been assumed that the burden would be shifted, and that the government would 
be forced to pay higher interest rates. 

From a legal point of view, the most serious obstacle to such a tax may be the 
famous Pollock case.® That case, which declared invalid the income tax law of 1893, 
is one of the most disputed decisions of American law. It apparently held three 
things: (1) that, for the purpose of deciding whether an income tax is a direct tax 
within the meaning of the Constitution, the source of the income must be looked to; 
(2) that a tax upon the income from real or personal property is a direct tax and has to 
be apportioned, while a tax on the income from a business or profession is an excise 
tax and does not have to be apportioned; and (3) that a tax on the interest from state 
and municipal bonds is invalid. Whether the tax as to interest from bonds was held 
bad because it was direct and not apportioned or because it was considered a burden 
on the power of the state to borrow has never been agreed upon. Acceptance of the 
former view would mean, of course, that the defect was cured by the adoption of the 
16th Amendment. However, a very persuasive argument is made that, although four 
justices dissented from the view that a tax on the income from personal property was 
invalid because direct, yet the Court unanimously agreed on the invalidity of the tax 
on the interest from state bonds, and, therefore, the ground of decision on the latter 
point must have been the effect of the tax as a clog on the power of the government 
to borrow. 

But conceding, as must be done in the light of language in subsequent decisions, 
that the tax on interest was held bad because it interfered with the borrowing power 
of the state,?® it is not at all sure that the present Court would reaffirm that view. 


™ However, conceivably, a state might not be acting in a governmental capacity when it issues bonds 
for a proprietary purpose. For instance, the taxation of bonds issued by the state for the purpose of 
running a liquor store might not involve exactly the same questions as the taxation of a bond issued for 
the purpose of constructing a courthouse. But, if the tax on income from bonds issued for the former 
purpose increased the interest rate required, the fiscal effect on the issuing government would seem the 
same as if the tax had been imposed on income from, bonds issued for the latter purpose. 

® 306 U. S. 466 (1939). 

® Pollock v. Farmers’ Loan & Trust Co., 158 U. S. 601 (1895). 

1°-The tax could have been held bad because it was a direct burden on the state, or because it was 
shifted from the taxpayer to the state. Taken literally, the Pollock case seems to hold that an income 
tax is a direct tax on the source of the income, hence that the tax was the same as a tax on the bonds 
themselves, which would admittedly be bad. But that the Pollock case has not been followed literally is 
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Decisions in two related fields have made reasonable the questioning of the force of 
the Pollock case today. It was held in Helvering v. Mountain Producers Corp.' that 
the income of a government lessee could be taxed. A federal income tax on the 
salary of an employee of the New York Port Authority, a state agency, was sustained 
in Helvering v. Gerhardt,! and a state tax on the salary of an officer of the Home 
Owners Loan Corporation, a federal agency, was upheld in Graves v. O’Keefe.18 
These cases, on which are based the chief hopes of the advocates of the President’s 
proposal, do indicate a new trend in the Court’s attitude toward the doctrine of 
intergovernmental immunities. Whereas it was formerly presumed that the burden 
imposed on a governmental lessee or a governmental employee would be passed 
along to the government, the Court has now indicated that it will examine the 
particular case to see if the burden actually is shifted. It seems to be required now 
that it be affirmatively shown that the burden of the tax will be shifted from the 
individual taxpayer to the government. The fact that the Court found no proof that 
the burden of the tax had been shifted in the above cases does not preclude the 
possibility that it will find that a shifting in the case of taxation of interest from 
government bonds. But the cases do demonstrate that the Court will actually ex- 
amine the situation and will no longer assume, without proof, that the tax will be 
shifted. While there is better evidence that the tax on interest is shifted to the bor- 
rower than that the tax on an employee is shifted to the employer, whether there is 
enough evidence to satisfy the Court that an immunity should be accorded is purely 
speculative. The economic arguments on both sides are presented in the preceding 
articles and need not be repeated here. 

The President’s proposal conceives of a waiver of whatever right to immunity 
the federal bonds have. That such a waiver would be valid is quite clear.1* In the 
absence of such a waiver a federal tax might succeed where a state tax would fail. 
It was pointed out in Helvering v. Gerhardt that the immunities of the two govern- 
ments are not identical; that the federal government is entitled to greater protection 
through immunity than is the state. This distinction is apparent in at least two forms. 
First, all functions of the federal government are governmental in nature, while the 
state may engage in a proprietary function. It is doubtful, as has been seen, whether 
evidenced by Peck & Co. v. Lowe, 247 U. S. 165 (1918), which sustained a tax on profits derived from 
an exporting business, although the business itself could not have been taxed. New York ex rel. Cohn v. 
Graves, 300 U. S. 308 (1937), upheld a New York income tax on income derived from property outside 
the state. It was there pointed out that the Pollock case decided only that the income tax was so similar 
to a direct tax, when the question was whether apportionment would be required, that it would have to 
be apportioned. That view was reaffirmed in Hale v. State Board of Assessment, 302 U. S. 95 (1937), 
which indicated that, apart from the question of apportionment, the income tax might reasonably be 
regarded as an excise. It follows from these decisions that an income tax on the interest from bonds is 
not a direct tax on the bonds themselves, and that an immunity will be required only if the burden 
initially on the bondholder is passed along to the government. 

** 303 U. S. 376 (1937). 

12 304 U. S. 405 (1938). 18 Supra note 7. 

**Van Allen v. The Assessors, 3 Wall. 573 (1865); Baltimore National Bank v. State Tax Commis- 
sion, 297 U. S. 209 (1936). And see Mr. Justice Roberts, dissenting, in James v. Dravo Contracting Co. 
302 U. S. 134, 181 (1937) where he admits, “No one denies the competence of Congress to waive the 
immunity in whole or inj part.” 
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this distinction is pertinent in the case of issuance of securities. Secondly, the federal 
government has the power to immunize its agencies,’5 while the state apparently has 
no corresponding power. In the absence of any expression of Congressional intent, 
however, the immunity to be afforded interest from federal bonds would be one of 
implication, and would stand on a parity with the immunity afforded interest from 
state bonds.?® 


Il. Tue Errect oF THE SIXTEENTH AMENDMENT 


There is another ground on which the immunity now given interest from gov- 
ernmental securities might be removed. The 16th Amendment gives Congress the 
power to tax income “from whatever source derived” without the necessity of 
apportionment. The conventional view, and the one to which the Court has adhered,"* 
is that the Amendment gave Congress no new power to tax but merely relieved it 
from the duty of apportioning a tax on the income from real and personal property— 
a task which, as has been pointed out, was imposed by the Pollock case. 

It is argued by Mr. Justice Black, in his concurring opinion in Helvering v. Ger- 
hardt,1® that the words “from whatever source derived” should be given their full 
force and meaning, and that Congress should be empowered to tax any income with- 
-out regard to its source. This contention is based on the theory that the 16th Amend- 
ment was passed to overcome the effect of the Pollock case and, since that case held 
invalid a tax on the interest from state bonds, the Amendment was meant to correct 
that holding of the case also. Fortifying Mr. Justice Black’s position is a mass of 
material presented by the Department of Justice,1® tending, so the Department 
claims, to show that it was generally believed at the time of ratification that the 
Amendment would authorize the taxation of the interest from tax-exempt bonds. 
While such an argument is not irrelevant, it may be attacked as proving too much, 
for under such an interpretation the income of the state government itself could be 
taxed, regardless of the burden imposed. Another objection to such a view is that it 
is inapplicable to the states, and would not give them an equal opportunity to tax. 
It seems unlikely, in view of its steadfast holdings to the contrary, that the Court will 
now re-examine the evidence and construe the 16th Amendment to give Congress 
the power to tax all income, with no regard to source. 


III. Counter Proposats 


Several suggestions have been put forward which would reach the same result 
as outright taxation of interest from governmental securities, or which would tend 
to alleviate some of the alleged unfairnesses of the present system. One writer sug- 
gests that the tax law be amended so that the tax becomes an “excise on the act and 


+5 Pittman v. Home Owners’ Loan Corp., 308 U. S. 15 (1939). 

1° Since the immunities of the two governments are not identical, whether the states adopt the 
proposed tax policy apparently has no bearing on the validity of the proposed federal tax. 5 

*7 Brushaber v. Union Pacific R. R., 240 U. S. 1 (1916). See Peck & Co. v. Lowe, 247 U. S. 165, 172 
(1918); Metcalf & Eddy v. Mitchell, 269 U. S. 514, 521 (1926). 

** 304 U. S. 405, 424 (1938). 

*° This material is summarized in U. S. Dep’r oF Justice, op. cit., supra note 2, Pt. II. 
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transaction of receiving income, measured by the net income received.”®° In other 
words, he proposes to tax the receipt of income, the tax to be measured by the amount 
of income, including that which is tax-exempt as well as that which is taxable. This 
plan, as applied to corporations, was sustained in Flint v. Stone Tracy Co? 

From a practical standpoint, the plan has several points in its favor. It could be 
applied by the states as well as the federal government. And it could be applied 
retroactively. Direct taxation of the interest, as proposed by the President, would 
result in a huge unearned bounty to the present holders of exempt securities unless 
the tax were imposed retroactively.2* The imposition of the tax on the interest from 
outstanding securities would run into the problem of due process. The taxation of 
future interest of outstanding governmental securities would not be invalidated by 
the clause of the Constitution forbidding the impairment of contracts,?* for that 
applies only to the issuing government, but the tax might well be held so arbitrary 
and unreasonable as to constitute a violation of due process clause. That whole 
problem would be avoided by imposing an excise tax on the act of receiving income, 
the tax to be measured by the income. 

But the plan is objectionable in that it resorts to a distinction which is of only 
verbal significance. In result, there is no practical difference between an income tax 
imposed directly on the interest from governmental bonds and a tax on some 
privilege when the tax is measured by the same interest. The burden on the borrow- 
ing government would seem to be the same in either case. 

It is true that the distinction between subject and measure has been upheld in 
the cases of a franchise tax,** a tax on the transfer of bonds,?® and a tax on profits 
from their resale.2® But in all those cases there was a recognized legal privilege 
which justified the distinction. The right to incorporate, the right to transfer prop- 
erty upon death, and the right to resell bonds are all privileges accorded by the 
law. It is by no means clear that there is even a legalistic distinction between the 
ordinary income tax and a tax on the privilege of receiving income measured by the 
income.?* 

Two other plans have been advanced which utilize another distinction—that 
between subject and rate. As early as 1919 Senator Carter Glass suggested that tax 
exempt income be used to determine the rate to be applied to the taxable income. 


9° Shultz, Tax Exemptions of Governmental Securities (1939) 17 TAXEs 331. 

82 520 U. S. 107 (1911). A state franchise tax measured by exempt federal securities was upheld in 
Pacific Co. v. Johnson, 258 U. S. 480) (1932). 

*7 It is insisted by! the Department of Justice that the tax would be applied only prospectively. 

23, S. Consr. Art. I, §10. ** Flint v. Stone Tracy Co., supra note 21. 

*° Greiner v. Lewellyn, 258 U. S. 384 (1922). 2 Willcuts v. Bunn, 282 U. S. 216 (1931). 

27 Tt is not certain, in the light of the Hale case, supra note 10, that the income tax is not now regarded 
as an excise tax. In that case an Iowa income tax imposed upon the interest of bonds issued tax free by 
Iowa was sustained. The tax was upheld on the grounds that the exemption related only to property 
taxes and that, for the purpose of deciding whether the imposition of an income tax would impair the 
state’s contract not to tax the bonds, the income tax was reasonably regarded as an excise. The Pollock 
case was distinguished on the same grounds as it was in the Cohn case, supra note 10. Since the tax 
was imposed by the same stata which issued the bonds no question of burden was involved, but it is not 
inconceivable that the Court would hold that, for the purpose of determining burden, the income tax 
was an excise. 
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This plan has been recently advocated by Mr. Roswell Magill while Under Secretary 
of the Treasury,?* and has been championed, in modified form, by Professor C. L. 
B. Lowndes.?® The Treasury plan, in brief, is to allocate exempt income to the 
lowest surtax bracket, rather than the highest, for the purpose of determining the 
rate of tax. A simple example will help. Assume a taxing statute under which in- 
come up to $50,000 is taxed at 10%, and all over that amount at 20%. T, a taxpayer, 
has a net income of $100,000, half of which comes from governmental securities. 
Under the existing income tax T’s exempt income is entirely excluded from computa- 
tion, with the result that his taxable income of $50,000 falls into the lower bracket, 
producing a tax liability of $5,000. The exempt income is, in effect, allocated to the 
higher bracket, then disregarded. Under the Treasury plan, T’s entire income, in- 
cluding that which is tax-exempt, would be considered to establish the rate. The 
exempt income is allocated to the lower bracket, which pushes the taxable income 
into the higher bracket. Once the rate is determined, the exempt income is with- 
drawn, leaving the taxable income suspended in the higher bracket. In the example, 
T’s income would be pushed into the higher bracket, and the tax rate of 20% would 
attach. His tax liability, then, would be $10,000. 

The alternative plan, suggested by Professor Lowndes, would distribute the 

"exempt income in all the brackets rather than place it arbitrarily in the lowest bracket. 
In the hypothetical case, for instance, half of T’s taxable income would be allocated 
to the 10% bracket and half to the 20% bracket. As a result, his taxable income 
would be taxed at the average rate of tax for a taxable income of the same size as his 
total income. The specific mechanics of computing such a tax would be to ascertain 
the tax which would be assessed on T’s entire income, were it all taxable. That part 
of the tax which is proportionate to the part of his income which is taxable would 
be paid to the government. In the illustration, the tax upon an income of $100,000 
would be $15,000. Since half of T’s income is taxable, he would pay half this sum, or 
$7,500. 

The obvious objection to these plans is that they tax indirectly what it is assumed 
cannot be taxed directly. The language of Mr. Justice McReynolds, in National Life 
Insurance Co. v. United States,>° looks ominous: “One may not be subjected to a 
greater tax burden on his taxable property because he owns some that is free.” But 
that passage loses some of its force when it is remembered that the same justice later 
upheld a tax which provided that interest paid on an indebtedness incurred to 
purchase or carry tax exempt bonds was not deductible, although all other interest 
payments were deductible.*1 The tax was upheld on the grounds that the provision 
was “to prevent the escape from taxation of income properly subject thereto by the 
purchase of exempt securities with borrowed money.” It is arguable that the Treas- 


8 Magill, The Problem of Intergovernmental Tax Exemption (1937) 15 Tax MacazinE 699. 
2° Lowndes, Taxing the Income from Tax Exempt Securities (1938) 32 Itv. L. Rev. 643; Lowndes, 
The Federal Income Tax and Interest from State and Municipal Bonds (1938) 3 Lecat Nores on LocaL 


GOVERNMENT 345. 
8° 297 U. S. 508, 519 (1928). *? Denman v. Slayton, 282 U. S. 514 (1931). 
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ury plan increases the tax burden only to the extent that it is necessary to prevent 
undue escape from taxation.®* 

There are two cases in the field of jurisdiction to tax which may have some 
bearing of the validity of these proposals. Maxwell v. Bugbee** upheld a New Jersey 
inheritance tax computed upon the entire estate of the decedent, including property 
outside the state and not subject to its jurisdiction. The part of the tax which was 
proportionate to the New Jersey share of the entire estate was paid to the state. The 
mechanics were essentially the same as those suggested by Professor Lowndes. 
Authority for the Treasury proposal is found in Great Atlantic & Pacific Tea Co. v. 
Grosjean,** sustaining the Louisiana chain store tax which fixed the rate of tax on 
stores within the state, not by the number of stores within the state, but by the total 
number in the chain, both within and without Louisiana. 

While it is true that these decisions are not direct authority for the inclusion of 
tax exempt interest for the purpose of computing rate, because they are in the field 
of jurisdiction to tax, there is reason for believing that the reasoning is equally 
applicable to tax exemptions. The Supreme Court has held, in connection with juris- 
diction to tax, that extra-territorial property cannot be included in the measure of a 
death*® or franchise tax,°* while upholding death taxes measured by exempt securi- 
ties*? and franchise taxes measured by net income from such sources.2* This would 
lead to the conclusion that the policy against extra-territoriality is stronger than the 
policy against taxing tax-exempt securities. It may follow, then, that since the rate 
of tax can be determined by extra-territorial property, it can be determined by exempt 
securities, 

Unless justified by some economic consideration, this distinction between subject 
and rate should be criticized on the same grounds as the distinction between subject 
and measure. That the Supreme Court is concerned with economic considerations is 
evidenced by the fact that, while the latter distinction has been upheld in the cases 
noted above, it has been rejected in others.®® 

In this connection, there should be considered the potential advantages of the 
Treasury proposal arising from the fact that governmental securities could still be 
sold at low interest rates since they would be just as attractive to big corporate buyers 
whose tax rates are not sharply progressive. The system of measuring the rate of tax 
by exempt securities would not affect a taxpayer who did not pay a progressive tax. 
And since a large proportion of governmental securities are held by corporations 
which pay a flat tax, the governmental issues could still compete effectively in the 
money market. This would meet one of the major objections to the imposition of 


an outright tax on the interest. 


* A taxpayer’s average rate of tax is lowered if he owns tax exempt securities. To prevent tax 
evasion through lowered rates, the exempt interest might reasonably be included to fix the rate. 

88 250 U. S. 525 (1919). ** 301 U. S. 412 (1937). 

°° Frick v. Pennsylvania, 268 U. S. 473 (1925). 

*° Union Refrigerator Transit Co. v, Kentucky, 199 U. S. 194 (1905). 

*7 Greiner v. Lewellyn, supra note 25. 88 Willcutts v. Bunn, supra note 26. 

8° Northwestern Mutual Life Insurance Co. v. Wisconsin, 275 U. S. 136 (1927); Macallen Co. v. Mass., 
279 U. S. 620 (1929). 7 
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At the same time, the plan would do much to eradicate the unfairness of the 
present system with regard to individuals, and the divergence from the ability to 
pay theory which arises when the tax exemption may mean a saving of 79% to one 
taxpayer and only 4% to another. Whether such rise in interest rates as might be 
expected from the fact that individuals do purchase governmental bonds could be 
offset by the increased revenues is, of course, conjectural. Finally, this plan would 
remove the legal objection to applying the direct tax retroactively and thereby elim- 
inate the unearned increment which would result to the holders of governmental 
securities if the direct tax were applied only prospectively. 

From a practical standpoint, an objection to the plan would lie in the fact that 
the states, with their low income tax rates, could not use it to advantage. Moreover, 
the plan would not be as productive in revenue, even for the federal government, as 


direct taxation. 
IV. ConstiruTIONAL AMENDMENT AND INTERSTATE COMPACT 


The short answer to all doubts as to the constitutionality of taxing the interest 
from governmental securities would be the adoption of a Constitutional amendment. 
But the delay and the practical difficulties which would be encountered in securing 
ratification discourage such a step. An amendment requires ratification by three 
fourths of the states, and since the states would risk revenue losses by its adoption, it 
is exceedingly doubtful whether the requisite number would approve it.*° 

Another proposal is that the federal government and all the states sign a mutual 
pact, each permitting the other to tax such interest. Such a plan would be practically 
impossible to carry out. Absolute mutuality could not be achieved until the sixteen 
states which do not have income tax laws at the present time enacted them. It would 
then be necessary that every state sign the agreement, a requirement more rigorous 
than that for the passage of a Constitutional amendment, and just that much harder 


to achieve. 

“° That this fear is not unfounded is proved by the fact that the governors of all the states and the 
mayors of the principal cities in the country have banded together to fight any scheme which might 
result in the taxation of the interest from state and local securities. See Betters, The Proposal to Tax 
Income from Governmental Securities: 1. The Case Against Taxation, supra, at p. 222. 














THE PROBLEM OF PERSONAL INCOME TAX 
AVOIDANCE 


Harry J. Rupicx* 


1. INTRODUCTORY 


During its current term, the Supreme Court has rendered three decisions— 
Griffiths v. Helvering,’ Higgins v. Smith? and Helvering v. Clifford*—which focus 
the tax spotlight on personal income tax avoidance. In the light of these decisions, 
the intending tax avoider may at first despairingly conclude that avoidance is a dead 
letter; that Congress need only impose a tax and the Court will stand guardian to 
see that it is not avoided; that if Congress has the power to tax a transaction it is as 
good as taxed.* But taxpayers are human. Hope springs eternal in their breasts; and, 
if past experience is a guide, the Court’s action will only dampen their efforts to 
escape tax; it will not extinguish them. 

Taxes and tax avoidance were probably born twins and are likely to continue 
their joint existence until the millennium of a taxless world. Avoidance is Hydra- 
headed and, as the tax gatherers, aided by the Supreme Court, discover and cut off 
one escape contrivance, the taxpayer rears up another. Even today, with all three 
branches of the government—legislative, administrative and judicial—hot on the 
trail of the tax avoider, the mails are flooded with circulars advertising books and 
services telling how to save income taxes.5 The size of the market for this material 


* B.C.S., 1921, New York University; LL.B., 1927, Brooklyn Law School. Member of the New York 
Bar. Lecturer in Law, New York University Law School. Author, Section 102 and Personal Holding Com- 
pany Provisions of the Internal Revenue Code (1939) 49 Yave L. J. 171. 

* 308 U. S. 355 (1939). * 308 U. S. 473 (1940). 

® 60 Sup. Ct. 554 (1940). A companion case, Helvering v. Wood, 60 Sup. Ct. 551 (1940), was won 
by the taxpayer, but apparently only because the government expressly waived below reliance on the 
ground which would have given it victory. 

*“The broad sweep of this language [§22(a)] indicates the purpose of Congress to use the full 
measure of its taxing power within those definable categories.” Helvering v. Clifford, supra note 3, at 556. 

*It should be evident from the following list of methods of reducing personal income tax which are 
currently in vogue that, although avoidance may be moribund, its extinction is remote enough for the 
comfort of tax practitioners. This list is by no means all inclusive; nor is there any assurance that the 
methods listed will survive if attacked: 

(1) A holder of preferred stock called for redemption may, by selling before the redemption date, 
take advantage of the limited capital gains rate, if he has held the stock more than 18 months. Other- 
wise, the gain on redemption would be from a partial liquidation and subject to ordinary tax rates 
as a short-term gain. 

(2) A taxpayer selling a portion of his holdings of a security, acquired at different times and costs, 
may, by delivering particular certificates (or appropriately instructing his broker in the case of a margin 
account) manipulate his gain or loss advantageously. 
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suggests that perhaps the government has misconceived the average individual’s atti- 
tude toward circumvention of tax; and that the citizenry, by and large, does not 
share the sanctimonious abhorrence of tax avoidance expressed by Congressional 
committees, Treasury officials and members of the judiciary. Judge Green has ob- 
served that “Americans, as a nation, are always inclined to insist on all of the techni- 
calities of the law if anything can possibly be gained thereby® . . . and when it comes 
to tax avoidance . . . the American under the guidance of skilful lawyers is a past 
master.”* Deplorable though it be, it is probably true that the average individual 
taxpayer, large or small, would prefer to pay higher tax rates® and preserve his until 
recently vested right to escape from tax if the law literally permits such escape.® 

No attempt will be made herein to catalogue all the ingenious and pseudo- 
ingenious methods employed by taxpayers and their counsel—someone has coined 
the word “taxperts” to describe them—to elude the clutches of a hungry and ubiqui- 
tous Treasury. This article will be confined, in the main, to a discussion in chron- 
ological order of certain Supreme Court cases touching on the subject of personal 
income tax avoidance; and to an endeavor, from these cases, to discover and articulate 


the judicial attitude toward the subject. 
2. DEFINITION OF INcomE Tax AvoIDANCE 


Before proceeding to a necessarily brief general history of income tax avoidance, 
it would be well to stake out a definition of the term. This definition, for present 


(3) A corporation by declaring a non-taxable stock dividend, instead of a cash dividend, enables the 
stockholder to obtain cash by sale of the stock dividend with a minimum of tax. 

(4) The sale of stock by one member of the family to register a loss, and a contemporaneous purchase 
of other shares of the same stock by another member of the family. 

(5) A taxpayer may, by making a technical short sale of stock, i.¢., a sale “against the box,” postpone 
tax on the profit or defer the loss until he chooses to deliver the stock against the short sale. 

(6) Current income of estates in administration can often be made taxable either to the fiduciary or 
to the beneficiary, whichever is most advantageous. Similarly, property about to be sold can be sold by 
either the fiduciary or the legatees. 

(7) Irrevocable transfers of income-producing property to members of the family (or others) in lower 
tax brackets, whether by outright assignment or by the creation of irrevocable trusts, including trusts of 
the type successfully—thus far—employed in Knapp v. Hoey, 104 F. (2d) 99 (C. C. A. 2d, 1939), and 
Commissioner v. Dean, 102 F. (2d) 699 (C. C. A. roth, 1939). 

(8) A donor may make a charitable contribution not in cash but in property which has enhanced in 
value, deducting the value of the property; the enhancement in value escapes tax. 

(9) Investment in tax-exempt securities. 

(10) The use of pension trusts, thereby shifting income from years of high salaries to those years of 
retirement when the income will fall into lower brackets. 

(11) The use of elections granted by law, such as the privilege of husband and wife to file joint or 
separate returns; adopting a fiscal year; using percentage depletion which, for no compelling reason, 
permits the taxpayer to recoup tax-free more than the cost of his property; reporting profit on an instal- 


ment sale over the period of collection. 
® GREEN, THE THEORY AND PRACTICE OF MODERN TAXATION (2d ed. 1938) 132. 


7 Id. at 147. 

5 Mr. Paul has pointed out that revenue loss from tax avoidance is only superficial. “Governments 
must live, and the avoided tax is passed to and lightly spread among a tax-paying public, which might, 
if it were asked, accept the additional burden in exchange for greater certainty.” PauL, SrupIEs IN 
FepERAL TAXATION (1937) 156. 

° Id. at 82-88, especially notes 283-286. The lower courts have, as a rule, been more tolerant toward 


tax avoidance than the centralized Supreme Court. 
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purposes, need not take into account the subtleties involved in distinguishing between 
tax avoidance and tax evasion.’° For our purposes, it will be assumed that income 
tax avoidance covers every conscious attempt, successful or unsuccessful, to prevent 
or reduce income tax liability by taking advantage of some provision or lack of 
provision in the law. This definition, which excludes fraud or concealment, pre- 
supposes the existence of alternatives, one of which will result in lesser tax than the 
other, or at least so it is hoped. The law openly countenances certain types of avoid- 
ance, ¢.g., investment in tax exempt securities; the mere investment makes exemption 
automatic. But the controversy with respect to such avoidance is one of policy, rather 
than of law; and, while we are concerned with it, there is not much of law to be 


discussed in connection with it. 


3. GENERAL History 


It is amazing that no case which directly touched the subject of income tax 
avoidance reached the Supreme Court until 1929,11 more than fifteen years after the 
enactment of the first income tax law of the modern era. Indeed, it was not until 
1935 that a case reached the Court in which the taxpayer openly admitted that her 
motive for shaping the transaction in issue was income tax avoidance.!* The causes 
for this delay are elusive. Lack of avoidance certainly was not one of them. Possible 


reasons which suggest themselves are: 

(1) The curve of tax avoidance will probably tend to follow tax rates, and tax 
rates were low in the early income tax years. This will undoubtedly be true of such 
types of avoidance as investment in tax exempt securities, or the use of optional 
methods permitted by the law; but it is not a particularly convincing explanation 
with respect to other types of avoidance. Avoidance was plentiful even during the 
low surtax period of 1928-1931.'* A contributing factor might be a tendency on the 
part of the Treasury to grow apathetic toward tax avoidance when tax rates are low, 


and the Treasury’s pockets are bulging.’ 
(2) The provisions of the early laws were vague and general—as contrasted with 


10 Mr. Paul discusses the distinction thoroughly. Pau, op. cit. supra note 8, at 12-19. See also Altman, 
Recent Developments in Income Tax Avoidance (1934) 29 Itt. L. Rev. 154, 157; and GREEN, op. cit. supra 
note 6, at 134. Some judges have used the terms indiscriminately and the dictionaries in fact treat the 
terms as synonyms. Although many judges and writers try to preserve the distinction, it is becoming 
increasingly blurred. For those who prefer to continue the logomachy, the distinction may be cynically 
but practically expressed in the remark that avoidance is merely successful evasion and evasion is unsuc- 
cessful avoidance; “avoidance being what works, and evasion being what fails.” Pau, op. cit. supra 
note 8, at 14. 

11 The case was Taft v. Bowers, 278 U. S. 470 (1929), discussed infra, p. 248. But see note 38 infra. 

** Gregory v. Helvering, 293 U. S. 465 (1935), discussed infra, p. 254. In some earlier cases the 
avoidance motive was implicit. 

28 See BEARD, AMERICA IN Mip-PassacE (1939) 186-187. One faction of the Ways and Means Com- 
mittee, in the report on the 1924 Act, naively recommended that the rates be reduced “to a point where 
the temptation to avoid, if not entirely eliminated, will, at least, be less compelling. . . .” H. R. Rep. No. 
179, 68th Cong., 1st Sess. (1924) 38. 

** However, in 1924, despite an estimated Treasury surplus of more than, $300,000,000, and a general 
reduction not only of future but of past tax rates, a substantial number of provisions to prevent avoidance 


were enacted. 
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the highly particularized statute in force today.1® This vagueness probably acted as 
a brake on avoidance since general terms give the Treasury Department and the 
courts ample room for constructions which will prevent or discourage circumven- 
tion.?® Certainly particularization breeds avoidance. 

(3) The Treasury Department in the early years was not the vast organization 
that exists today. The number’? and quality of its personnel were not up to present 
standards. It was timid and beset—as was Congress itself prior to 1932—by fear of 
the bogey of unconstitutionality. Today Congress and the Treasury have few qualms 
about constitutionality, and attack on that ground is almost hopeless. The current 
Treasury Department—timidity is not one of its faults—contends that the definition 
of income in the Income Tax Law is co-extensive with the power of Congress to 
tax,'® and the Supreme Court has virtually upheld this position.!® 

(4) Some of the early inertia towards avoidance probably resulted from a too 
wholesome respect for a case decided by the Supreme Court in 1873: Isham v. United 
States° That case involved a prosecution for failure to affix a stamp to an instru- 
ment which the government maintained was taxable under the statute of 1864. The 
government contended that even though the form of the instrument was such as to 
exclude it from the literal application of the statute, it was in fact an instrument of 
the type made subject to tax; and that the transaction was a device to avoid payment 
of the duty and its operation was a fraud on the law. The Court rejected this argu- 
ment. It held that the form of the instrument, rather than its operation, controlled, 
and that a device to avoid the payment of tax is subject to no legal censure if carried 
out by the means of legal forms.?? 

Today, of course, this is an outmoded philosophy, as the cases discussed below 
will show; although the Court paid lip service to it as late as the Gregory case in 
1935.2” But, while it lasted, many a tax avoider turned to it as a refuge; and the 
lower courts and the Board of Tax Appeals, in many cases, justified his faith. 

As the years rolled on and the Treasury and Congress awakened to the realization 
that avoidance was rife, the process of statutory amendment was adopted as a means 
of checking it; and there were enacted particular provisions to prevent specific types 


15'The Revenue Act of 1913 consisted of about two dozen pages; the current income tax provisions 
of the Code comprise more than 100 pages and at least half of the substantive provisions were enacted to 
prevent avoidance. 

2© Note that the general and elastic language of §22(a) rather than the precise provisions of §§166 and 
167 enabled the Treasury to tax the grantor in) Helvering v. Clifford, supra note 3, discussed infra p. 258. 

*7 The personnel of the Bureau of Internal Revenue in 1913 was less than 4,000; by 1938 it had 
grown to 25,000. 

48 See, ¢.g., the government's brief, p. 5, in Helvering v. Bruun, 60 Sup. Ct. 631 (1940). 

2° Helvering v. Clifford, supra note 3. 2017 Wall. 496 (U. S. 1873). 

#1. |. To illustrate. The Stamp Act of 1862 imposed a duty of two cents upon a bank check, when 
drawn for an amount not less than twenty dollars. A careful individual, having the amount of twenty 
dollars to pay, pays the same by handing to his creditor two checks of ten dollars each. He thus draws 
checks in payment of his debt to the amount of twenty dollars, and yet pays no stamp duty. This practice 
and this system he pursues habitually and persistently. While his operations deprive the government of the 
duties it might reasonably expect to receive, it is not perceived that the practice is open to the charge of 
fraud. He resorts to devices to avoid the payment of duties, but they are not illegal. He has the legal right 
to split up his evidences of payment, and thus to avoid the tax. The device we are considering is of the 
same nature.” Id. at 506. *2 Gregory v. Helvering, supra note 12. 
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of avoidance, But, as has already been observed, particularization in a statute leaves 
less room for the play of judicial interpretation; and hence, while a particular device 
is eliminated, avoidance in general is not decreased. In other words, particularization 
reaches its immediate objective but gets no closer to the ultimate goal. It wins the 
battles but loses the wars. So while the legislators passed amendments right and left, 
they discovered that when they closed the dike in one place, they often used an 
implement which opened up a hole right next to it. Congress was fighting a losing 
battle until the Supreme Court came to its aid in the Gregory case. Taxpayers were 
becoming bolder and bolder, and, relying, with a confidence built up by earlier cases, 
on the doctrine that the law meant what it said, were pursuing every scheme that 
complied with the law as it read. Generally speaking, the lower courts justified this 
confidence, but with the Gregory decision the avoidance balloon was considerably 
deflated. Taxpayers discovered that no longer did safety lie in the literal meaning of 
the statute.?% 

It cannot be said that the debacle came altogether without warning. The Court 
in earlier cases, notably Woolford Realty Co. v. Rose,?* and Dupont v. Commis- 
stoner®® had displayed rather clearly its hostility to avoidance. Even after the Gregory 
decision, many taxpayers buried their heads in the sand and continued to rely on 
the mere words of the law; and, while successful in some cases, their average is a 
poor one. Of course, many taxpayers who attempt tax avoidance are no worse off if 
their attempt fails, save for the expense of contesting the issue. Often, however, 
taxpayers come to more serious grief. This may be especially true of those who 
attempt to keep their cake and eat it too: they are likely to awaken with a case of 
indigestion; as where an individual has created a trust for the benefit of another with 
the idea of avoiding tax and finds himself not merely taxed on the income, but 
subjected to gift tax as well.?¢ 

In Burnet v. Wells," Mr. Justice Cardozo remarked: “One can read in the revi- 
sions of the Revenue Act the record of the Government’s endeavor to keep pace with 
the fertility of invention whereby taxpayers had continued to keep the larger benefits 
of ownership and be relieved of the attendant burdens.” The compass of this paper 
does not permit an enumeration or historical treatment of these revisions,*® although 
some of them are adverted to in connection with the Supreme Court cases discussed 
herein. That they succeeded to a large degree cannot be doubted; but that they 
have not completely stopped avoidance is equally certain. Their study reveals that 

8° They were later to discover that it is even risky to rely on the decisions of the Supreme Court 
itself. Note O'Malley v. Woodrough, 307 U. S. 277 (1939), Graves v. O'Keefe, 306 U. S. 466 (1939), and 
Helvering v. Mountain Producers Corp., 303 U. S. 376 (1938), overruling respectively Miles v. Graham, 
268 U. S. 501 (1925), Collector v. Day, 11 Wall. 113 (U. S. 1871), and Burnet v. Coronado Oil & Gas 
Co., 285 U. S. 393 (1932). Note also Helvering v. Hallock, 60 Sup. Ct. 444 (1940) (an estate tax 
case) overruling Becker v. St. Louis Union Trust Co., 296 U. S. 48 (1935). 

#4 286 U. S. 319 (1932). #5 289 U. S. 685 (1933). 


*° For another example, see Royal Marcher, 32 B. T. A. 76 (1935). 

87 289 U. S. 670, 675-676. 

*® The major offensives of Congress against income tax avoidance took place in 1924, 1934, and 1937. 
This was practically the sole raison d’étre of the 1937 Act. See Paul, The Background of the Revenue Act 


of 1937 (1937) 5 U. or Cut. L. REv. 41. 
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most of them are directed against two broad categories of avoidance: (1) attempts 
to siphon off income from high to lower surtax brackets by means of trusts, con- 
trolled corporations, and intra-family arrangements; (2) attempts to use the same 
means to obtain artificial deductions or to shift losses to where they will do the most 
good taxwise. 

The Supreme Court’s major contributions to the law of personal income tax 
avoidance*® were its decisions in Taft v. Bowers;*° Lucas v. Earl; Corliss v. Bow- 
ers;®2 Poe v. Seaborn;*® Burnett v. Wells;** Gregory v. Helvering;®® National 
Grocery Co. v. Helvering;*® and the three cases referred to at the beginning of this 
article.8* These cases will now be considered. 


4. THe Jupicia, LanpMarKs 


Congress would never have advanced far in its battle to obstruct income tax 
avoidance if the Supreme Court had not stood by it. That the Court has been a 
faithful ally is evident from the fact that, except for Eisner v. Macomber}® no 
personal income tax avoidance provision has ever been declared unconstitutional.®® 

(a) Taft v. Bowers (1929).4° Basis for property acquired by gift: Prior to 1921, 
the Revenue Act contained no specific provision with respect to the basis (for com- 
puting gain or loss on sale) of property acquired by gift. The statute did contain a 
specific provision excluding from gross income the value of property acquired by 
gift. The Treasury Department ruled that the proper basis for property so acquired 
was its fair market value at the time of acquisition. It could hardly have done other- 
wise in the face of the law as it then stood. As a consequence, the door to the 
avoidance of tax on capital gains was opened wide. Suppose a taxpayer had an asset 
worth $100,000 which cost him $10,000. If he sold it for the former amount, he 
would incur liability to tax on a gain of $90,000. But if he gave it to his wife or 
someone else near to him, the donee could sell it without paying any tax: the gain 
of $90,000 escaped tax completely. Congress slammed the door shut in the 1921 Act 
when it provided that the basis of property acquired by gift*? should be the same as 
it would be in the hands of the donor. The validity of the provision was immediately 
challenged in the Taft case. The Supreme Court unanimously sustained the Act, 
giving as one of its reasons the fact that the provision was necessary and appropriate 
to prevent avoidance. Mr. Justice McReynolds, who wrote the opinion, also advanced 
the argument that the government was a sort of partner in the gain and could not 


2° See PauL, op. cit. supra note 8, at 9-12 for a discussion of the phrase “law of income tax avoidance.” 


50 298 U. S. 470 (1929). 1 281 U.S. 111 (1930). 
*2 281 U. S. 376 (1930). 8 282 U.S. 101 (1930). 
54 289 U. S. 670 (1933). 55 393 U. S. 465 (1935). 
5° 304 U. S. 282 (1938). 57 Supra notes 1, 2, and 3. 


88 252 U. S. 189 (1920), tha famous 5 to 4 decision holding that the income tax on a stock dividend 
of common on common was unconstitutional. Perhaps this should not be classified as an income tax 
avoidance case. 

*° Cf. Heiner v. Donnan, 285 U. S. 312 (1932) (estate tax); Hoeper v. Wisconsin, 284 U. S. 206 
(1931) (state income tax); Schlesinger v. Wisconsin, 270 U. S. 230 (1926) (state inheritance tax). 

*° 278 U. S. 470 (1929). 

“* The amendment affected and still affects only gifts made after Dec. 31, 1920. 
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be deprived of its share of the gain. This reasoning foreshadows the validity of a 
provision, advocated by some, taxing a decedent’s estate on enhancement in value 
of property occurring during his lifetime. 

After the 1921 amendment, it took the legislators thirteen years to discover that 
in successfully blocking this loophole they had unwittingly opened another. The law, 
beginning with 1921, required that the basis to the donee for computing gain or loss 
should be the same as it would be in the hands of the donor. This permitted the 
transfer of losses from one person with a small income to another with a large 
income. For example, suppose a taxpayer had property costing $100,000 which was 
worth only $5,000. Assume further he had no income against which-to offset the 
loss on a sale of this property. In such a case, he could give the property to a relative 
or close friend with a large income. The latter would sell the property, and, using 
as his basis the cost to the donor, could offset the loss against his income. The 1934 
Act effectively stopped this practice by providing that, for determining Joss, the basis 
to the donee should be either the donor’s basis or value at the time of the gift, 
whichever is lower. 

(b) Lucas v. Earl (1930).4* Assignments of income: The contact of Lucas v. 
Earl with the law of tax avoidance was fortuitous. It was not, strictly speaking, a tax 
avoidance case at all, because the taxpayer, Earl, had made no attempt to avoid 
federal income taxes. In 1901, long before the Sixteenth Amendment, he had made 
an agreement with his wife whereby whatever property either might thereafter ac- 
quire, by earnings or otherwise, should be owned by them jointly. Because of this 
contract, Earl contended that he was taxable on only half his salary and attorney’s 
fees, and that his wife was taxable on the other half. However, the Supreme Court 
rejected Earl’s argument and upheld the government’s position that Earl was taxable 
on all that he had earned. In his brief opinion, Mr. Justice Holmes stated that “the 
statute could tax salaries to those who earned them and provide that the tax could 
not be escaped by anticipatory arrangements and contracts devised to prevent the 
salary when paid from vesting even for a second in the man who earned it.” Does 
this mean that salaries are always taxable to the earner? Apparently not, because, not 
long after the Earl decision, the Court in Poe v. Seaborn*® held that in a community 
property state half the husband’s earnings belong to the wife; so that he is taxable 
only on the other half.** 

In view of the Seaborn case, the principle of the Earl case ‘is not completely appli- 
cable to residents of community property states. It is, however, fully applicable to 
residents of other states, at least as to assignments of future earnings, i.c., earnings 
which are contingent upon future services of the assignor. As to assignments of past 
earnings, the latest cases—in the Board and lower courts—are to the effect that where 
the assigned past earnings constitute a property right, and the assignor has completely 

“2 81 U. S. 111 (1930). ‘8 Supra note 33, discussed infra, p. 251. 


“The husband’s liability thus seems to turn on the question whether the division of income between 
himself and his wife stems fro: a statute or from a contract—a not wholly rational criterion. 
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divested himself of such right without retaining any control over the income, such 
income when received is taxable to the assignee.*® 

In cases involving assignments of patent royalties*® and similar types of income, 
the test seems to be whether the assignor has transferred the property from which 
the income arises or merely the income itself;*7 or, to employ the analogy suggested 
by Mr. Justice Holmes in the Earl case, whether he has parted with only the fruit, 
retaining the tree. If he has conveyed the tree, he escapes tax on the fruit.*® The 
recent case of Horst v. Commissioner*® appears to be an errant departure from this 
rule. In the Horst case, the taxpayer, who made his returns on the cash basis, de- 
tached the interest coupons from bonds and gave them to his son before they became 
payable, retaining the bonds themselves. It was held that the gift of the coupons 
relieved the assignor of tax. The court leaned heavily upon Blair v. Commissioner,>® 
where the life beneficiary of a testamentary trust irrevocably assigned interests in the 
trust income to his children and escaped tax on the assigned income. However, the 
Blair case seems distinguishable, for the taxpayer there owned only a life interest and 
completely divested himself pro tanto of that life interest. He could not retain, be- 
cause he never had, control over the property which produced the income: the tree 
and the fruit were inseparable. The Blair case is easily reconcilable with the Earl 
case because of the element of control retained by Earl over the future income. How- 
ever, when assignments of past earnings are involved, so that the element of control 
is missing, it appears sensible not to deny to a taxpayer who earned his income the 
privilege enjoyed by a taxpayer who inherits income or receives it from patent 
royalties. In either case, avoidance is implicit, but it is apparently avoidance of the 
type the law countenances. 

A counterpart of attempts to assign income to relatives or trusts taxable as separate 
entities, in an effort to shift the income into lower surtax brackets, is the creation of 
a partnership or pseudo-partnership in which the taxpayer makes, or purports to 
make, his wife or other members of his family partners. Where there is a real part- 
nership, #.c., where the wife or other relative enjoys the privileges and assumes the 
burdens of an actual partner, the device works, for the statute makes the income of 
partnerships taxable to the partners.51 But where the putative partner does not have 

*5 Eubank v. Commissioner, C. C. A. 2d, Mar. 25, 1940; George O. Knapp, 40 B. T. A. 1144 (1939). 


Accord: Hall v. Burnet, 54 F. (2d) 443 (App. D. C. 1931), cert. denied, 285 U. S. 552 (1931). Contra 
on principle, though distinguishable on its facts: Van Meter v. Commissioner, 61 F. (2d) 817 (C. C. A. 
8th, 1933). 

“° The Internal Revenue Bureau has attempted to distinguish patent royalties from “salary or earnings” 
(G. C. M. 19, 213, 1937-2, Cum. But. 220), but the distinction is specious. Patent royalties are just as 
much the result of services rendered—by the inventor—as are salaries. 

“" Nelson v. Ferguson, 56 F. (2d) 121 (C. C. A. 3d, 1932), cert. denied 286 U. S. 565 (1932); 
Julius E. Lilienfeld, 35 B. T. A. 391 (1937). 

“* Here, however, as in the Earl case, if the assignor’s services are necessary to ripen the fruit, he will 
be taxable. 

“° 107 F. (2d) 906 (C. C. A. 2d, 1939). Accord: Rosenwald v. Commissioner, 33 F. (2d) 423 (C. C. 
A. 7th, 1929), cert. denied, 280 U. S. 599 (1929). 

5° 300 U. S. 5 (1937). 

** Humphreys v. Commissioner, 88 F. (2d) 430 (C. C. A. 2d, 1937). 
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the privileges or burdens of a true partner, she or he is rather, merely an assignee of 
partnership profits and, under Burnet v. Leininger,5* the scheme fails. 

(c) Corliss v. Bowers (1930).°° Revocable trusts: the Corliss case upheld the 
validity of an amendment to the 1924 Act making the income of a trust revocable by 
the grantor taxable to him. As in the Earl case, Mr. Justice Holmes wrote a concise 
opinion, the core of which is contained in the sentence: “The income that is subject 
to a man’s unfettered command and that he is free to enjoy at his own option may be 
taxed to him as his income, whether he sees fit to enjoy it or not.” He added that the 
case was too clear to need help from arguments based on the power of Congress to 
prevent escape from tax.** 4 

As in many other instances, Congress in sealing up one loophole, unintentionally 
opened up others. The 1924 Act provided that where a grantor at any time during 
the taxable year, either alone or in conjunction with any person not a beneficiary of 
the trust had power to revest in himself title to the trust corpus, the income was 
taxable to the grantor. Taxpayers soon realized that the italicized phrases constituted 
engraved invitations to avoidance, and their acceptance was immediate. The first 
italicized phrase gave birth to the so-called “year and a day trust.” Under the terms 
of such a trust, the grantor’s power to revest in himself title to the trust corpus was 
conditioned upon giving more than a year’s advance notice of revocation. It was, 
therefore, argued, and with success, that there was no power to revest during the 
taxable year. Congress in the 1934 Act stopped up this opening by eliminating the 
words “during the taxable year.” 

The second of the italicized phrases, if interpreted literally, took the trust income 
out of the grantor’s return where the trust was revocable (without his conjunction) 
by someone who was not a beneficiary but who for practical purposes would be 
under the grantor’s control; or where the trust was revocable by the grantor in con- 
junction with someone whose beneficial interest was a minor one. These loopholes 
were closed by the 1932 Act which changed the statute®® to its present form, #.c., the 
grantor is taxable if the power to revoke is in him, either alone or with any person 
not having a substantial adverse interest, or is alone in some person not having a 
substantial adverse interest. In Reinecke v. Smith,5" the Supreme Court held that a 
mere trustee was not a beneficiary; it follows that he has no adverse interest. In 
reaching this conclusion the Court gave great weight to the argument that a “con- 
trary decision would make evasion of the statute a simple matter.” 

(d) Poe v. Seaborn (1930).5° Joint and separate returns of husband and wife: 
Spouses living together have had from the beginning of modern income tax law 


52 285 U. S. 136 (1932). 58 281 U. S. 376 (1930). 

54 O'Donnell v. Commissioner, 64 F. (2d) 634 (C. C. A. oth, 1933), cert. denied, 290 U. S. 699 
(1933), indicated that the 1924 amendment was superfluous, a view supported by the language quoted 
above. 

5° Lewis v. White, 56 F. (2d) 390 (D. Mass. 1932); Langley v. Commissioner, 61 F. (2d) 796 
(C. C. A. 2d, 1932). Cf. Helvering v. Clifford, infra p. 258, indicating that the taxpayers in these cases 
would have fared worse before the present Supreme Court. 

5° Revenue Act of 1932, §166; now Int. Rev. Cope §166. 

57 289 U. S. 172 (1933), interpreting the 1924 amendment. 58 282 U.S. 101 (1930). 





252 Law AnD ConTEMPORARY PRoBLEMS 


the privilege of filing either separate returns or else a joint return reporting their 
combined incomes.5® Where both have incomes reaching to the surtax brackets, 
the privilege of filing separate returns is, for obvious reasons, quite a valuable one.*° 
But in nine states of the Union the privilege has acquired a premium value. These 
nine states*’ have adopted what is known as the community property system.*®? 
Under this system, all property acquired during marriage by the efforts of either 
spouse, together with the income therefrom, belongs to both spouses equally, even 
though one spouse, ordinarily the husband, controls and manages the community 
property. In the Seaborn case, involving citizens of the State of Washington,® the 
government attempted to tax the controlling spouse (the husband) on the entire 
income of the community, but failed. The Court held that the wife had a vested 
property right in half the husband’s income, and that the latter was, therefore, taxable 
only on the other half. 

As a result of this decision, a husband and wife living in California®* with the 
husband earning say $50,000 per annum—the couple having no other income—will 
pay about $3,400 less tax than if they lived in New York. There is no appealing 
reason why the federal income tax should depend upon where the taxpayer lives; 
but all attempts to correct the situation have been blocked by Senators from the com- 
munity property states.°° In 1921, an amendment actually passed the House which 
would have made the income of a marital community taxable to the controlling 
spouse. But, as might have been expected, the amendment died aborning in the 
Senate. 

Of course, the advantage enjoyed by residents of community property states 
would vanish if all husbands and wives were compelled to file joint returns. Such a 
provision would also discourage inter-spouse gifts and trusts for avoidance purposes. 
The family unit seems to be a perfectly logical tax subject, and one common in other 
countries, notably Great Britain, where husband and wife are taxed on their com- 
bined income. The family unit will as a rule spend approximately the same amount 
for rent, food, support of children, etc., whether its income stems entirely from the 
husband or derives in part from the wife. Why should not their income tax bill 
likewise be the same? Hoeper v. Tax Commissioner of Wisconsin®® is thought by 
some to block the taxation of husbands and wives on their combined incomes. The 
case held (Justices Holmes, Brandeis and Stone dissenting) that a Wisconsin statute, 


5° This option can only be exercised to advantage where one spouse has deductions in excess of income, 
such excess being applied against the other’s net income. 

°° Thus, a tax on one income of $50,000 would be about $9,000, while the aggregate tax on two in- 
comes of $25,000 each would be only about $5,600. 

*? Arizona, California, Idaho, Louisiana, Nevada, New Mexico, Oklahoma, Texas, and Washington. 
In Oklahoma, the most recent convert to the community property system, husband and wife apparently 
have an option whether they will be governed! by the system. Note (1939) 17 Tax Macazine 482. 

®2 PauL AND MERTENS, Law OF FEDERAL INCOME TAXATION (1934-35) §16.01. 

°° There were later Supreme Court decisions with respect to other community property states. 

°* After California became an out-and-out community property state, it attracted a considerable number 
of motion picture stars and other high-salaried talents. Its federal income tax advantage also permits the 
state to impose higher rates of state income tax than non-community states. 

°5 GREEN, Op. cit. supra note 6, at 51. £8 284 U. S. 215 (1932). 
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which apparently taxed the husband on the combined incomes of himself and his 
wife, was unconstitutional: “Any attempt by a state to measure the tax on one 
person’s property or income by reference to the property, or income of another is 
contrary to due process of law as guaranteed by the Fourteenth Amendment.” How- 
ever, the Court has traveled a long road since the Hoeper case. The views of what 
was then a minority are now the shibboleths of the majority. At any rate, the Hoeper 
case could be distinguished®’ in testing a federal statute requiring a joint return by 
husband and wife living together, each spouse to pay a ratable part of the tax pro- 
portionate to his share of the income. This would eliminate not only the income tax 
advantages enjoyed by residents of community property states but also the tax dis- 
parity between families where the husband is the sole source of income and families 
where the wife contributes. 

(e) Burnett v. Wells (1933).°* Irrevocable trusts for the benefit of the grantor: 
From a constitutional law viewpoint, the Wells case is the most important case touch- 
ing the subject of tax avoidance. It demonstrates, although by the barest possible 
margin,*® that, when it comes to preventing income tax avoidance, Congress may go 
to almost any length before it reaches the brink of unconstitutionality."° The case 
involved the validity of the provision,” first enacted in 1924, which taxes the grantor 
on the income of a trust if such income is or may be used to pay premiums on 
policies insuring his life.*? Wells had created irrevocable trusts to which he trans- 
ferred securities the income from which was to be applied to the payment of 
premiums on certain policies insuring his life. The beneficiaries of the policies were 
persons for whom he would normally have provided in the event of his death, a 
daughter, sons, relatives and an employee who later became his wife. So far as 
appears from the reports of the case, Wells retained none of the incidents of owner- 
ship in the policies.** He retained no control over the trust property, nor was the 
income used to discharge any of his legal obligations. Wells, of course, argued that 
the statute, insofar as it authorized taxing him on the income from property that 
was no longer his, infringed the Fifth Amendment. The Court majority of five, 
speaking through Mr. Justice Cardozo, rejected this argument. The majority’s con- 
clusion rested on a number of grounds, but the basic one appears to be that the 
maintenance of life insurance for the benefit of dependents is “a pressing social 
duty,” “a common item in the family budget”; and “Congress does not play the 
despot in ordaining that trusts for such uses . . . shall be treated for the purposes of 
taxation as if the income of the trust had been retained by the grantor.” 

Mr. Justice Cardozo reviewed the preceding steps of Congress and the courts to 
prevent avoidance, and observed that the provision in question was “of a piece” with 
“the progressive endeavor of Congress and the courts to bring about a correspondence 


7 But cf. MAGILL, TAXABLE INCOME (1936) 290-292. 

®8 289 U. S. 670 (1933). °° The Court divided 5 to 4. 

7° Cf. the cases cited supra note 39. ™ Now Int. Rev. Cope §167. 

"2 The section also provides that the grantor is taxable if the income can, in his discretion, be dis- 
tributed to him or be accumulated for him. 

78 But see, as to certain of his accident policies, 63 F. (2d) 425, 442 (C. C. A. 8th, 1933). 
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between the legal concept of ownership and the economic realities of enjoyment or 
fruition.” This, in the writer’s view, was the more compelling reason for the Court’s 
conclusion. The use of funded insurance trusts as a tax avoidance device was wide- 
spread, and the statute was palpably necessary to prevent such avoidance. 

Having sustained the imposition of tax based on the satisfaction of a social obli- 
gation, the Court found it easy, even without the aid of a clearly expressed statutory 
provision, to tax the grantor on trust income used to discharge his Jegal obligations. 
Thus in Douglas v. Wilcutts,"* the income of an alimony trust was taxed to the 
grantor husband, where the trust, approved by the divorce decree, was merely 
security for his continuing obligation to support his divorced wife." The same result 
was reached as to income of a trust used to support and maintain minor children of 
the grantor whom he was under a legal obligation to support.’® Similarly, the gran- 
tor is taxable on trust income which is used to satisfy his ordinary debts (other than 
obligations to support) .77 

(£) Gregory v. Helvering (1935)."* Tax-free exchanges: If the Wells case is the 
high spot in tax avoidance law from the constitutional law viewpoint, the Gregory 
case is the important highlight from the angle of statutory interpretation. In it the 
Court was required to construe the meaning of the tax-free reorganization provisions 
of the 1928 Act. Beginning with the 1918 Act, Congress, realizing that tax on a mere 
change in the form rather than the substance of property, as where stock in Corpora- 
tion A of New York was exchanged for stock of Corporation A of Delaware (the 
latter acquiring all the assets and assuming all the liabilities of the former), was both 
a hardship and a deterrent to normal readjustments of corporate structures, began 
to enact provisions designed to permit tax-free exchanges; or rather to postpone 
the tax until 4 gain was realized in cash or property substantially different from the 
original property. In 1921, the provisions were so liberalized that they immediately 
became the prevalent avoidance vehicle.*® The reverse process began with a special 
Act in 1923, and the legislators and the courts ever since have been narrowing the 
applicability of the provisions until today their employment for avoidance purposes 
is extremely difficult, although not impossible. By 1928, the year involved in the 
Gregory case, a number of loopholes had been blocked up, but not all. The law in 
that year®® permitted the distribution to a stockholder, without recognition of taxable 
gain, of stock or securities in a corporation a party to a reorganization. Mrs. Gregory, 

7 396 U. S. 1 (1935). See Paul, Five Years with Douglas v. Willcuts (1939) 53 Harv. L. Rev. 1. 

™ Where the alimony trust is not merely security but a complete discharge of the obligation to support, 
the result may be different. Helvering v. Fuller, 60 Sup. Ct. 784 (1940). Cf. Helvering v. Fitch, 60 Sup. 
Ct. 427 (1940) and Helvering v. Leonard, 60 Sup. Ct. 780 (1940). 

7° Helvering v. Schweitzer, 296 U. S. 551 (1935); Helvering' v. Stokes, 296 U. S. 551 (1935). Where 
the trust income is not actually expended for the minor’s support, and discretion as to its use is in some- 
one other than the grantor, it is not taxable to the grantor. J. S. Pyeatt, 39 B. T. A. 774 (1939), distin- 
guishing E. E. Black, 36 B. T. A. 346 (1937). 


"7 Helvering v. Blumenthal, 296 U. S. 552 (1935). 

*® 293 U. S. 465 (1935). 

*° For the history of these provisions, see Report of a Subcommittee of the House Ways and Means 
Committee (dated Dec. 4, 1933) 73d Cong., 2d Sess., pp. 37-42. This subcommittee made out a strong 
case for the abolition of the provisions. 8° Revenue Act of 1928 §112(g). 
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who owned all the stock of a personal holding company, United Mortgage Company, 
desired to sell, with a minimum of tax liability, stock of Monitor Securities Corp. 
owned by United. She arranged for the organization of a new corporation, Averill. 
The latter acquired the Monitor shares in exchange for its own stock, which was 
issued directly to Mrs. Gregory. Averill was dissolved a few days later, and Mrs. 
Gregory received in liquidation thereof the Monitor shares she desired to sell. On 
sale of these shares she contended she had received them tax-free from United and 
was subject to tax only on the excess of the proceeds of sale over a pro rata portion of 
her cost basis for United stock; but the government maintained that she had in 
substance received a taxable dividend from United in the form of the Monitor 
shares.°* Within the literal meaning of the statutory definition, each step in the 
technically perfect scheme whereby Mrs. Gregory acquired the Monitor shares was a 
tax-free reorganization. But the Court refused to interpret the statute literally. It 
brushed aside the “elaborate and devious” form of the transaction as a masquerade 
for a reorganization and upheld the government’s position. In doing so, it specifically 
excluded from consideration the question of motive—avowedly avoidance—and rested 
its conclusion on the ground that the statute meant by reorganization a transaction 
in furtherance of the reorganized corporation’s business; and that measured by this 
test the scheme was outside the plain intent of the statute. Thus the Court inter- 
polated into the Congressional definition something not written there, viz., the 
requirement of business purpose. 

Later, the Court wove into the legislative definition of a reorganization still 
another condition not to be found on the statute’s surface: a requirement that the 
transferor retain a substantial stake in the enterprise.®? 

(g) Helvering v. National Grocery Co. (1938).°* Improper accumulation of earn- 
ings by corporations. One of the most troublesome methods of tax avoidance has 
been, and still is, the accumulation of corporate earnings. Since the beginning of the 
modern income tax era (1913) the rates of corporate tax have been lower than the 
individual rates (except in the lower brackets), with the result that an individual 
who incorporates his business and accumulates all or part of its income is subject to 
a lesser burden than if he were unincorporated.8* Congress foresaw this possibility 
from the very start, and in 1913 empowered the Commissioner to tax shareholders 
on the undistributed income of the corporation where non-distribution was motivated 
by a desire to save the shareholders from the surtax rates. In 1920, Eisner v. Macom- 
ber®® cast doubt on the validity of thus taxing shareholders; and a weak-kneed Con- 
gress abandoned the method and in lieu of it imposed a penalty surtax on the cor- 

*? Mrs. Gregory asserted that her gain on the sale of the Monitor shares was $76,000, most of it taxable 
at the capital gains rate. The government maintained that she had received a dividend of $133,000 subject 
to ordinary surtax rates. 27 B. T. A. 223 (1932). 

®?'The stake must be a proprietary one rather than that of a creditor or bondholder. LeTulle v. 
Scofield, 308 U. S. 415 (1940). See Helvering v. Bashford, 302 U. S. 454 (1938); Groman v. Com- 
missioner, 302 U. S. 82 (1937). 88 304 U. S. 282 (1938). 


8¢The maximum saving based on current rates is 61%. 
85 252 U. S. 189 (1920), supra note 38. 
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poration itself. The constitutionality of this later method, which prevails to this 
day,°* was upheld by the Supreme Court in the National Grocery Co. case. 

Liability to the penalty tax turns on the purpose, i.c., the motive behind non- 
distribution. This test, however, is subjective and suffers from the inherent infirmities 
of such a touchstone. Consequently, the statute aids the government with certain 
presumptions; the fact that the company is a mere investment or holding company*? 
is prima facie evidence of the prohibited purpose; while accumulation of earnings 
beyond reasonable business needs is determination of that purpose, unless the 
corporation clearly proves to the contrary. But, even with these presumptions, the 
statute has not been very successful. In 1936 Congress attempted to solve the problem 
when it imposed a surtax on undistributed profits regardless of the reason for non- 
distribution. This proved to be extremely effective;®* but political pressure forced 
its repeal. 

The highest rate of penalty surtax is 3594, and hence the section loses most of its 
effectiveness when the income of those who control the company falls in brackets 
above the 35% level. The writer has elsewhere®® recommended a return to the 
original method of taxing the shareholders—with certain modifications to close up 
loopholes in the original method. The government could then effectively pursue 
those stockholders who were responsible for non-distribution without penalizing 
those who were innocent; and the 35% limitation would no longer be a barrier to 
the section’s efficacy. 

In upholding the section in the National Grocery Co. case, Mr. Justice Brandeis, 
speaking for the majority, said that the sole owner of a business could not, by con- 
ducting it in corporate form, prevent Congress, if it chose, from taxing him indi- 
vidually on the year’s profits. This statement foreshadows the validity of provisions 
enacted in 1937 to tax shareholders of foreign personal holding companies on the 
undistributed income of such companies. 

(h) Griffiths v. Helvering (1939).°° Instalment sales: Since the enactment of the 
1926 Act, the law has contained an ameliorative provision giving the taxpayer an 
election, in certain cases, to spread the gain from the sale of property over the period 
of collection of the proceeds of sale, ratably according to the amount collected each 
year. Under current law, the privilege is available only if the payments received 
from the vendee during the taxable year in which the sale occurs do not exceed 30% 
of the selling price. Here is an example of permissible avoidance. If an individual, 

8° Int. Rev. Cope §102. The historical development of the section is reviewed in Rudick, Section 102 
and Personal Holding Company Provisions of the Internal Revenue Code (1939) 49 YALE L. J. 173 et seq. 
The validity of the original method was never really tested in the courts. 

87 For the special taxes imposed on domestic and “foreign” personal holding companies, see id. at 202 


et seq.; Sutherland, A Brief Description of Federal Corporation Taxes, infra at pp. 273-278, passim. 


®8 Rudick, supra note 86, at 217. 

8° Id, at 218. °° 308 U. S. 355 (1939). 

*? Treasury Regulations which, even prior to the statutory provision, had permitted use of the instal- 
ment basis for reporting gain on such sales, were held invalid by the Board of Tax Appeals. Report of 
the Senate Finance Committee on the 1926 Revenue Act, Sen. Rep. No. 52, 69th Cong., 1st Sess. (1926) 


32-33. 
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in December of 1939, sells for $300,000 in cash real estate which cost him $200,000, the 
entire gain of $100,000—subject to the capital gain provisions of the law—must be 
reported for 1939. But if his contract calls for payment to him of $90,000 in Decem- 
ber and the remaining $210,000 on January 2, 1940 only $30,000 of the gain need be 
reported for 1939 and the remaining $70,000 will be includable in 1940 income. Thus, 
by a slight rearrangement, he can appreciably reduce his tax.®? 

The taxpayer in the Griffiths case sought to take advantage of the optional method 
just described. In 1926 he had purchased some stock for $100,000 from one Lay. The 
investment turned out unprofitably and in 1931 he had been allowed the loss. In 
1932, Griffiths discovered that he had been defrauded by Lay in purchasing the stock, 
and after negotiation, Lay agreed in 1933 to buy it back from him for $100,000 cash, 
in effect rescinding the original transaction. Having been allowed the loss in 1931,°* 
Griffiths realized that the repurchase by Lay would result in taxable gain. He there- 
fore attempted to convert what was actually a cash sale into an instalment sale, 
organizing a new wholly controlled corporation to which he purported to sell the 
stock for $100,000, largely payable in annual instalments over a period of forty years. 
This corporation then purported to sell the stock to Lay for $100,000. Lay did not 
know of the corporation and assumed throughout that he was repurchasing the stock 
from Griffiths. Griffiths transferred the stock to Lay, gave him a general release and 
received the $100,000, which he turned over to the corporation. 

The government disregarded the existence of the newly organized corporation 
and taxed Griffiths as if he had personally made a sale for cash. The Court, adopting 
a realistic view of the transaction, sustained the government’s position. Mr. Justice 
Frankfurter, speaking for a unanimous Court, reiterated the remark made in the 
Corliss opinion that “taxation is not so much concerned with the refinements of title 
as it is with the actual command over the property taxed—the actual benefit for 
which the tax is paid” and added that it makes no difference that such command 
may be maintained through the medium of a subservient agency. 

(i) Higgins v. Smith (1940).°* Artificial losses: A common use of the corporate 
entity prior to 1934 as a tax-avoiding device was the sale to a controlled corporation 
of securities at a loss, which reduced the tax otherwise payable by the individual 
stockholder. Of course, the sale had to be bona fide; and a repurchase of the securi- 
ties from the corporation generally vitiated the scheme. The law was expressly 
amended in 1934 to close the loophole; but, according to the Smith case, the amend- 
ment was superfluous in the case of a company owned, by a single stockholder. 
Smitk., prior to 1934, had sold securities to a wholly owned corporation at a loss which 
he claimed in his individual return. The Court majority, overriding the decisions 
of four circuit courts of appeal, ruled that the domination and control of the stock- 


°2In 1928 a loophole was closed when Congress provided that on the death of a taxpayer who had 
availed himself of the provisions, the untaxed’ profit should be included in his final return unless his estate 
or heirs agreed to take up such profit in their returns. 

°8 Griffiths’ loss in 1931 was apparently realized by sale to a controlled corporation. In view of the 
Smith case, discussed infra, this loss would appear to be unallowable. : 

*4 308 U. S. 473 (1940). 
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holder in such a corporation is so obvious “as to require a peremptory instruction [to 
the jury] that no loss in the statutory sense could occur upon a sale by a taxpayer to 
such an entity.”®5 Mr. Justice Reed’s reasoning is not convincing, principally because 
the legislative history of the 1934 amendment (reviewed by Mr. Justice Roberts in his 
dissent) clearly indicates that Congress thought it was changing the law when it 
enacted the amendment. The majority opinion suggests that Congress had intended 
merely to expand the disallowance to cases where the selling stockholder controlled 
the buying corporation but did not own all of its stock. However, the dissenting 
opinion, in which Mr. Justice McReynolds concurred, seems more persuasive. 

In the 1937 Act, the restriction against losses on transactions between family mem- 
bers and between an individual and a controlled corporation was further strength- 
ened; but a few openings are still left, at least if the letter of the law is to govern. 
For example, a loss on a sale from one company to another, neither being a personal 
holding company, would still be deductible even though both companies were con- 
trolled by the same stockholder. Presumably, if both companies were entirely owned 
by him, the Smith case would apply and the loss would not be deductible. A sale of 
stock by an individual on the Stock Exchange and an immediate purchase of other 
shares of the same stock by his controlled corporation would still apparently give 
rise to a deductible loss,®* despite the wash sales provision,®® first enacted in 1921, 
which prohibits the deduction of loss on the sale of securities if within thirty days 
before or after the sale, the taxpayer has purchased substantially identical securities. 

(j) Helvering v. Clifford (1940).°® Irrevocable term trusts: As soon as taxpayers 
learned that revocable trusts were no longer a haven from income tax and that the 
price for retaining beneficial control over the trust res or its income would be taxation 
on such income, they concluded that half a loaf was better than none and began to 
create irrevocable trusts over which they retained a non-beneficial control. In such 
trusts the object is to make the control nominally non-beneficial, but to have the 
grantor retain, for practical purposes, as much control as the income tax law will 
permit. For instance, a grantor sets up an irrevocable trust for the term of his life, 
the income to be paid to A, with power in the grantor to change the beneficiary at 
any time, except that neither the grantor nor his estate may be an income beneficiary. 
It has thus far been held that the grantor of such a trust is not taxable on the trust 
income.!°° But why should he not be? His power to change the beneficiary con- 
stitutes a whip to make the current beneficiary conform to the grantor’s wishes, and 
hence amounts to virtually the same control over the income as is present in a 
revocable trust. 

*5 Mr. Justice Reed distinguishes Burnet v. Commonwealth Improvement Co., 287 U. S. 415 (1932), 
holding taxable a profit on a sale of securities to a wholly owned corporation. 


*7 But cf. Shoenberg v. Comm’r, 77 F. (2d) 446 (C. C. A. 8th, 1935). Except for brokerage commis- 
sions and a possible gain or loss on the repurchase, this transaction is not materially different from a direct 
sale to the corporation. 

*8 Int. Rev. Cope §118. °° 60 Sup. Ct. 554 (1940). 

%0° Knapp v. Hoey, 104 F. (2d) 99 (C. C. A. 2d, 1939); Ellsworth R. Buck, 41 B. T. A. Jan. 18, 1940. 
But cf. Helvering v. Clifford, supra note 99. 
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Another and more common trust of this type is the short-term trust. Its grantor 
usually provides that it shall last a definite number of years, generally not more than 
ten,’ during which the income is to be paid to someone else; and at the end of 
the specified term or on the death of the beneficiary, if that occurs first, the trust 
corpus is to revert to the grantor. Or a remainderman other than the grantor may 
be named with a proviso that if the named remainderman dies before the trust 
terminates, the trust corpus is to revert to the grantor. Thus far it has generally 
been held that the grantor’s remainder, or possibility of reverter, is not of itself suffi- 
cient to make him taxable on the trust income.’ In the absence of a specific statutory 
provision, this view seems sound, although Helvering v. Hallock1® casts some doubt 
upon its correctness. The Hallock decision held that for estate tax purposes, a pos- 
sibility of reverter in the grantor may suffice to require the inclusion of the trust 
corpus in his gross estate; conceivably the scope of this principle will be extended to 
embrace income tax liability. 

Regardless of whether a mere remainder or possibility of reverter will ipso facto 
tax the grantor on the trust income, it is now established by the Clifford case that 
the retention of such an interest, coupled with other attributes of ownership, may 
justify taxing him as the owner of the trust property—not under the specific pro- 
visions of Sections 166 and 167 of the Code, but under the elastic provisions of Section 
22(a) defining gross income. In the Clifford case, the taxpayer had declared himself 
trustee of certain securities. The trust was for a five-year period, terminating sooner 
upon the death of either the grantor or his wife. The trust income was to be held 
for the wife’s exclusive benefit; and, although the grantor had absolute discretion 
as to the amount to be distributed to her, any amount undistributed at the trust’s 
termination was to be her separate property. The grantor retained wide powers of 
management and control. The basis for the decision holding the grantor taxable on 
the trust income under Section 22(a) is summed up by the following paragraph 
from the majority opinion written by Mr. Justice Douglas: “In this case we cannot 
conclude as a matter of law that respondent ceased to be the owner of the corpus 
after the trust was created. Rather, the short duration of the trust, the fact that the 
wife was the beneficiary, and the retention of control over the corpus by respondent, 
all lead irresistibly to the conclusion that respondent continued to be the owner for 
purposes of Section 22(a).” 

The opinion describes the trust as “at best a temporary reallocation of income 
within an intimate family group” and makes it clear that “‘no one fact is normally 
decisive, but that all considerations and circumstances of the kind we have men- 
tioned are relevant to the question of ownership and are appropriate foundations for 
finding on that issue.” Accordingly, the grantor’s liability for tax on the income of 
an irrevocable term trust apparently depends upon a composite of three factors: 


7? A trust need not be for a term of years to be, in effect, a short-term trust: it may be for the life of 
a very aged person whose life expectancy is brief. 

102 Meredith Wood, 37 B. T. A. 1065 (1938) aff'd, 104 F (2d) 1013 (C. C. A. 2d, 1939), aff'd, 60 
Sup. Ct. 551 (1940); William Boeing, 37 B. T. A. 178 (1938), rev’d on another point, 106 F. (2d) 305 
(C. C. A. oth, 1939). 108 69 Sup. Ct. 444 (1940). 
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(1) the term of the trust; (2) the relationship of the beneficiary to grantor; and (3) 
the degree of control retained by the grantor over the trust property. 

Recently there has been a growing use of irrevocable trusts in which the income 
is made payable semiannually on January 2 and July 2 to the designated beneficiary 
if living at that time and, if not living, then to some other person. The idea behind 
such a trust is that the income for the last half of the year, being for the benefit of 
an unascertained person or a person with a contingent interest,1°* will be taxable to 
the fiduciary, while the income for the first half will be distributed and taxable to 
the beneficiary. Thus the income is split into two heaps instead of one, and the 
surtax lessened. So far, this device has been successful?®> and the Bureau of Internal 
Revenue has even acquiesced—after some vacillation—in the decisions upholding it. 
However, it is hard to see why, if the grantor may be taxed on income which he 
never receives, as in the Clifford case, the beneficiary should not be taxed on income 
actually paid to him—although in the next taxable year—just because there was a 
bare chance that it might not have been. 


5. THe Jupicia, Arrirupe 1n Income Tax Avorance Cases 


Is it possible from a study of the Supreme Court cases discussed above to evolve 
a rule or set of rules which will help us to find out what kinds of avoidance are per- 
missible and what kinds are taboo? To what extent will form—as distinguished 
from substance—shield us against tax? Why should an individual be denied a loss 
on a sale of stock directly to his wife, when, if he were to sell the stock on the Stock 
Exchange and she were immediately thereafter to purchase the same kind of stock, 
the loss would be allowable? Why should a husband and wife be able to reduce the 
family’s income tax bill by moving across a state line? It is implicit in questions 
such as these that there are two kinds of avoidance, one of which the law counte- 
nances, and the other of which it forbids. If we are to even attempt to ascertain 
where permissible avoidance ends, we must have a starting point; and we can do no 
better than begin? with Mr. Justice Holmes’ “line theory.” 

(a) Holmes’ Line Theory: The late Mr. Justice Holmes was one of those who 
recognized that most legal distinctions are questions of degree and that it is neces- 
sary to draw a line somewhere to separate the good from the bad.’°" So far as tax 
avoidance is concerned, this idea is nowhere better expressed than in Bullen v. 
Wisconsin,)°*a case involving the constitutionality of the Wisconsin inheritance tax 
on the corpus of a trust established in Illinois by a Wisconsin decedent (presumably 
to avoid the Wisconsin tax). Said Mr. Justice Holmes: “We do not speak of evasion, 
because, when the law draws a line, a case is on one side of it or the other, and if 
on the safe side is none the worse legally that a man has availed himself to the 
full of what the law permits. When an act is condemned as an evasion what is 


20 Int. Rev. Cope §161(a)(1). 

105 Commissioner v. Dean, 102 F. (2d) 699 (C. C. A. roth, 1939) aff’g, 35 B. T. A. 839 (1937); 
Augustus H. Eustis, 30 B. T. A. 820 (1934). 

106 As did Mr: Paul, op. cit. supra note 8, at 100. 

07 77. at 100-104, and footnotes thereon. 208 540 U. S. 625 (1916). 
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meant is that it is on the wrong side of the line indicated by the policy if not the 
mere letter of the law.” 

In the light of recent decisions, the cornerstone of this philosophy is found in the 
phrase “the policy . .. of the law.” It is now clear that the letter of the law is not a 
reliable guide.1°® Nowhere in the letter of the law is there anything that expressly 
makes the grantor of an irrevocable trust taxable on income payable to the beneficiary 
(Clifford); nowhere in the law is there anything that specifically says the grantor of 
an alimony trust (Douglas) or a trust for the maintenance of minor children 
(Schweitzer and Stokes), or a trust for the payment of the grantor’s debts (Blumen- 
thal) is taxable on the income of the trust. Nowhere, prior to 1934, was there a word 
in the statute to indicate that a loss on the sale of property to a wholly owned corpora- 
tion was not allowable (Smith). Nowhere in the law was, or is there, a provision 
requiring a reorganization to have a business purpose to qualify as such within the 
meaning of the statute (Gregory), or that the transferors in such a reorganization 
must have a continuing proprietary interest in the assets transferred (Groman, Bash- 
ford, LeTulle). It was the policy of the law that the Court invoked in these cases, 
not its letter. In some of these cases, e.g., Gregory, Smith, Clifford, the Court was 
undoubtedly legislating. But, if we are to advise our clients intelligently, it will do 
no good to wail that this is not the Court’s function. The courts do legislate, as has 
frequently been pointed out, and the point where interpretation ends and legislation 
begins is difficult to find.1?° 

The vitality of Holmes’ line doctrine has not been impaired by recent decisions. 
It is still sound. But there are a couple of corollary propositions that must be taken 
into account. The first of these is that the wrong side of the line is so heavily 
magnetized that a case which approaches the line is likely to be drawn over to that 
side. The second is that the policy of the law may change while the letter remains 
the same. The change in policy may proceed not only from a revised administrative 
practice’! but as well from a difference in attitude on the part of the Supreme 
Court.1!2 Heretofore it has been the policy of the law, expressed in the Seaborn case, 
that a married couple in a community property state may, by filing separate returns, 
avoid some of the burdens they would have to shoulder if they resided in another 
state. But the Clifford case indicates that if the question were presented to the 
present Court, the policy of the law might change. The task, then, is to determine the 
current policy of the law; and it may help us in our task’ if we can separate the cases 
into groups. 


10° There are, of course, exceptions. Note, ¢.g., Koshland v. Helvering, 298 U. S. 441 (1936). 

110 Mr, Paul makes the point, to which most will agree, that “judge-made law should stop short of 
overruling legislative law.” SELECTED SrupIEs IN FEDERAL TaxaTIon (2d Series 1938) 185, note 105. 
Sometimes the Supreme Court’s construction does not accord with the intent of a contemporaneous Con- 
gress which overrides the judicial legislation, ¢.g., U. S. v. Hendler, 303 U. S. 564 (1938); Koshland v. 
Helvering, 298 U. S. 441 (1936); and May v. Heiner, 281 U. S. 238 (1930). See note 7 in opinion by 
Mr. Justice Frankfurter in the Hallock case, supra note 103. 

341 Helvering v. Wilshire Oil Co., 308 U. S. 90 (1939). Cf. Helvering v. R. J. Reynolds Tobacco Co., 
306 U. S. 110 (1939). 142 See note 23, supra. 
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(b) Classification of income tax avoidance cases: The cases discussed herein can 
be broadly classified into two groups: (1) cases in which an individual shifts income 
to some other individual in a lower bracket with the idea of avoiding tax; (2) cases 
in which no such shift is attempted, but in which a controlled or subservient agency 
or conduit is interposed between the individual and his income either as a shield 
against the tax or as a vehicle for an artificial deduction. In the first group fall cases 
like Taft, Earl, Poe, Corliss, Wells and Clifford; in the second, cases like Gregory, 
National Grocery Co., Griffiths, and Smith. 

In the first group, the key word is “ownership” or rather the tax concept of owner- 
ship: Has the economic position of the transferor changed so materially that it would 
be unreasonable to treat him as still the owner of the property for income tax pur- 
poses? To state it differently: Has the taxpayer relinquished enough of the attributes 
of ownership so that it would be despotic to tax him as the owner? In answering the 
question, the approach must be a realistic one; but motive is apparently not a con- 
trolling factor, though it may be a contributing one. The problem remains, however, 
one of degree. To illustrate, consider possible variations of the situation disclosed 
in the Clifford case. 

We now know that the grantor of an irrevocable trust will be taxable on its in- 
come if there is the following concatenation of circumstances: (1) trust for five years 
or until the prior death of grantor or beneficiary; (2) grantor’s wife (living with 
him) the beneficiary; (3) trust corpus reverts to grantor on. termination; (4) grantor 
the sole trustee; (5) trustee has broad powers of management and control. Suppose 
we vary only the first of these circumstances, and provide that the trust will last for 
ten years and both grantor and wife have a reasonable expectancy of living that long. 
Will this change the result? Probably not: the grantor still retains a sufficient meas- 
ure of control over the property to justify taxing him as if he were the owner. Next, 
suppose we change only the fourth circumstance and make a trust company the 
trustee; or vary the fifth circumstance and restrict the powers of the trustee. Will 
these changes compel a different result? Possibly, but not certainly. Or suppose we 
modify only the third circumstance and provide that the trust corpus shall not revert 
to the grantor, or alter only the second circumstance so that the beneficiary is a 
stranger. We are in either of these last two cases further away from the wrong side 
of the line, but the distance is still uncomfortably short. Even if we modify each of 
the first two conditions in the manner stated, we may still be perilously close to the 
line. But if we vary each of the first three in that manner we should be far enough 
away so that the magnetic attraction of the wrong side of the line should have no 
effect; and, if we change all five, the quicksands are far behind us. 

In the second group of cases, the question of ownership is absent. The transaction 
has not changed the economic situation of the taxpayer. What he formerly held in 
his right hand is now contained in his left; or what he formerly owned in one shape, 
he now owns in another. The touchstone here seems to be in the words “subservient 
agency.”18 If the instrument relied on to shield the taxpayer against the tax, be it a 


118 Mr. Justice Frankfurter in Griffiths v. Helvering, supra note 9o. 
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corporation or some other taxable entity, is real rather than a sham and if it is not 
merely the alter ego of the taxpayer, it will serve him in good stead. Otherwise it 
will prove paper-thin. In this group, too, the approach must be a realistic one, but 
here the question of motive is more material, despite the disclaimer of Mr. Justice 
Sutherland in the Gregory case. Again the problem is one of degree—the measure of 
vassalage or subserviency of the agency or conduit employed. For illustration here, 
let us use the Smith case. 

An individual sells at a loss to his wholly owned corporation. The loss is not 
allowable even in the absence of a specific provision forbidding the deduction. But 
suppose he sells to a corporation of which he owns only 90% of the stock. Is this 
sufficient to alter the result? Probably not. The subserviency of the agency used is 
pretty obvious, especially if the minority stock is owned by a member of the tax- 
payer’s family. If we go further and assume that the seller owns only 51% and that 
the remaining stock is not owned by a close relative, what then? His control of the 
corporate instrumentality is so marginal that it can hardly be characterized as sub- 
servient, and there seems to be no sound reason why, in the absence of statutory 
prohibition,?"* the loss should not be allowed. To go in the other direction, assume 
that the individual sells stock on the Stock Exchange and his wholly owned corpora- 
tion immediately thereafter buys other shares of the same stock. The wash sales 
provision of the statute does not specifically cover this situation, but it is entirely 
conceivable, in view of the Smith case, that the courts will rule that the policy of the 
law extends to such a transaction, even if its letter does not. The danger will 
diminish, of course, in inverse ratio to the percentage of stock owned by the con- 
trolling stockholder. 

To recapitulate, the judicial attitude toward income tax avoidance may be summed 
up as follows: When Congress has spoken clearly, anything it says will be upheld 
as constitutional, if reasonably necessary to prevent avoidance. If there is any doubt 
as to the intent of Congress, a particular method of avoidance will not be sustained 
unless support for it is found not merely in the letter of the law, but in its policy as 
well. “Legislative words are not inert, and derive vitality from the obvious purposes 
at which they are aimed.”!25 In each of the two groups of cases mentioned, the 
judicial approach will be a realistic one: forms are likely to prove a poor shelter 
against tax. In each group, the problem is one of degree: where shall the line be 
drawn? 

We cannot predict exactly where the line will be drawn, but we know what it is 
that attracts us to the line. In the first group, it is the measure of ownership that 
remains in the taxpayer; and, in determining this, traditional legal concepts of 
property are dumped overboard, to be replaced by the recent tax concept of a family 
economic unit. In the second group, the attracting force is the degree of subserviency 
of the instrument employed. 


114 The current statute definitely forbids such a deduction, §24(b). 
115 Mr, Justice Frankfurter in Griffiths v. Helvering, supra note 90. Cf. the famous music analogy by 
Judge Learned Hand in the Gregory case, 69 F. (2d) 809, 811 (C. C. A. 2d, 1934): “A melody is more 


than the notes.” 
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6. CoNcLUSION 


If history1!® is any guide to the future, we may hazard some conclusions: 


(1) Randolph Paul’s conclusion as to the attitude for the lawyer in tax avoidance 


cases is strikingly sustained by the latest cases. It cannot be better stated than in his 


own words:217 


“Whatever may be the penalty for audacity in other fields of law, a lawyer has no right to 
venture into the law of tax avoidance without being inoculated with the cynical acid of 
distrust. If he is not a skeptic, he is a child. He must have no faith. He must discount 
everything he reads. It may be emotional claptrap, a sermon on the duty to pay taxes, a 
particular case, or verbal agility rationalizing subconscious predilections. He must watch 
for inarticulate law. If he reads with trust, he is as lost as a babe in the woods. He must 
read between the lines, catching the overtones. The true message in tax avoidance cases 
will hardly ever be found in the mere words employed, but only in a free translation which 
does justice to that which is not, and perhaps cannot be, written.” 


(2) Tax avoidance may be in the twilight but the night is still far off. The law 
openly or tacitly countenances certain types of avoidance; and it is perfectly legitimate 
to take advantage of these types. But permissible avoidance is steadily diminishing 
and is likely to go on diminishing under the present revenue needs. Non-permissible 
avoidance is also dwindling as taxpayers come to realize that questionable avoidance 
rarely pays nowadays. 

(3) Division of income among the members of a family as a tax saving device 
has no equitable basis. The law should be changed to require husbands and wives and 
minor children living together to file a composite return. Without doubt this would 
eliminate the greater part of questionable current avoidance, and would remove the 
unjustified tax differential between citizens of community property states and those 
of other states. If the enactment of such a law is politically impracticable because of 
opposition by Senators from the community property states, the Treasury should 
revive the attempt which failed in the Seaborn case. 

(4) The Treasury Department’s realistic attitude toward tax problems, and that 
of the courts as well, should extend not only to transactions involving avoidance, but 
also to transactions in which, but for form, there would be no tax. One of the 
taxpayer’s most cogent reasons for circumventing the law if possible is that the 
Treasury seldom fails to interpret the law literally when such interpretation produces 
tax, even if injustice results.14® The Treasury’s answer is that it does not make the 
law; it merely administers it. But this is a rather lame excuse. If the government’s 
fiscal officers may expand the letter of the law to secure their just due, there is no 
reason why they should be bound by a blind adherence to that letter when such a 
course would produce injustice—except, of course, when there is not the slightest 
doubt of legislative intent. 


116 “A page of history is worth a volume of logic.” Mr. Justice Holmes in New York Trust Co. v. 
Eisner, 256 U. S. 345, 349 (1921). 117 Paut, op. cit. supra note 8, at 99. 

118 Note, ¢.g., I. T. 3334, 1939 InT. Rev. BuLL. 45, p. 5; or Crane-Johnson Co. v. Commissioner, 105 
F. (2d) 740 (C. C. A. 8th, 1939), cert. granted, 308 U. S. — 60 Sup. Ct. 386. 
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In United States v. Merriam,!® the Supreme Court quoted Lord Cairns’ under- 
standing of the principle of all fiscal legislation as follows: 
“...If the person sought to be taxed comes within the letter of the law, he must be taxed, 
however great the hardship may appear to the judicial mind to be. On the other hand, if 
the Crown, seeking to recover the tax, cannot bring the subject within the letter of the law, 
the subject is free, however apparently within the spirit of the law the case might otherwise 
appear to be. In other words, if there be admissible in any statute what is called an 
equitable construction, certainly such a construction is not admissible in a taxing statute, 
where you can simply adhere to the words of the statute.” 


That part of this philosophy which infers that avoidance will succeed if-it meets the 
letter of the law has now been discarded. Why should not the other half of the 
doctrine be likewise abandoned? Doubtless, it is too much to expect fair play from 
everyone. But it is believed that the Treasury can contribute to the elimination of 
questionable avoidance by adopting a more equitable and reasonable attitude toward 
non-avoiding taxpayers. 


11° 263 U. S. 179 (1923). 








A BRIEF DESCRIPTION OF FEDERAL TAXES ON 
CORPORATIONS SINCE 1861 


Wiuiam A. SuTHERLAND* 


The cost to the federal government of financing the Civil War created a need 
for increased revenue, and Congress in seeking new sources tapped theretofore un- 
touched corporate and individual profits. The Act of July 1, 1862, amending the 
Act of August 5, 1861, is the first law under which any federal income tax was 
collected and is considered to be largely the basis of our present system of income 
taxation. 

The tax acts of the Civil War period’ contained provisions imposing graduated 
taxes upon the gain, profits, or income of every person? and providing that corporate 
profits, whether divided or not, should be taxed to the stockholders. Certain specified 
corporations, such as banks, insurance companies and transportation companies, were 
taxed at the rate of 5°, and their stockholders were not required to include in income 
their pro rata share of the profits. There were several tax acts during and following 
the War, but a description of the Act of 1864 will serve to show the general extent 
of the corporate taxes of that period. The tax or “duty” was imposed upon all 
persons at the rate of 5°/ of the amount of gains, profits and income in excess of $600 
and not in excess of $5,000, 714% of the amount in excess of $5,000 and not in excess 
of $10,000, and 10° of the amount in excess of $10,000. This tax was continued 
through the year 1871, but in the last two years of its existence was reduced to 244% 
upon all income. 


*A.B., 1914, University of Virginia; LL.B., 1917, Harvard University; A.M., 1919, University of 
Wisconsin. Member of Georgia and District of Columbia Bars. General Solicitor, Tennessee Valley 
Authority, 1933-1934. Member, Committee on Federal Taxation of Corporations, National Tax Association. 
Member of Council, Tax Section, American Bar Association. 

This article has been largely derived from a memorandum on the same subject prepared by the same 
author for the Committee on Federal Taxation of the National Tax Association and published as an 
appendix to its report in Nat. Tax Ass’N, Proceepincs, 1938, p. 632. The author wishes to acknowledge 
his indebtedness to his associate, Randolph W. Thrower, for his very valuable assistance in the preparation 
of the original memorandum and’ this condensation. 

* Act of Aug. 5, 1861, c. 45, §§49-51, 12 Srat. 309, which was amended, continued in force, and 
modified by Act of July 1, 1862, c. 119, §§89-93, 12 Stat. 473; Act of June 30, 1864, c. 173, §§116-123, 
13 Stat. 281; Act of March 3, 1865, c. 78, 13 Stat. 469; Act of July 13, 1866, c. 184, §9, 14 STAT. 101; 
Act of March 2, 1867, c. 169, §13, 14 Strat. 477; and Act of July 14, 1870, c. 255, §§6-17, 16 Stat. 257. 
It expired in 1871. (Reference will be to Act of 1864 even though similar provisions are contained in 
other acts of this period.) 

* The definition of “person” was expressly made to include corporations except where otherwise stated 
or when “manifestly incompatible” with the provisions in which it was used. See §82, Act of 1864. 
However, it does not appear that any attempt was made to subject corporations to this tax. 

*§116. (Before any tax was collectible under this act, it was amended by the Act of 1865, making 
the rates of tax 5% on incomes over $600 and not over $5,000 and 10% on the excess over $5,000.) 
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None of these Civil War taxes was found by the Supreme Court to be unconstitu- 
tional, although the case of Brainard v. Hubbard,‘ upholding Section 117 of the 
1864 Act, as amended, was disapproved in a later Supreme Court case.® 

In 1894 there was imposed another income tax, this time upon corporations and 
individuals alike, at the rate of 2% of gains, profits, or income, from whatever source 
obtained. A $4,000 credit against income given to individuals was not extended to 
corporations. Dividends received were excluded from both corporate and individual 
incomes. The income tax provisions being invalid as to the greater part of the 
intended sources of income, they were held by the Supreme Court to be wholly 
inoperative and void.® 

Again in 1909, Congress in the Payne-Aldrich Tariff Act imposed whit looked 
suspiciously like an income tax upon corporations. The tax was carefully referred 
to, however, as a “special excise tax with respect to the carrying on or doing busi- 
ness,” and was at the rate of 1% upon the entire net income, exceeding $5,000, of 
every corporation, joint stock company and association organized for profit and 
having a capital stock represented by shares. Dividends received from other cor- 
porations subject to the tax were excluded from net income. This tax was in effect 
for the years 1909 through 1912, and by the Act of 1913 was continued in effect for 
the first two months of that year. The constitutionality of the 1909 Act was upheld 
by the Supreme Court.” 

The Sixteenth Amendment, adopted February 25, 1913, gave to Congress the 
power, and only a few years later the World War gave to Congress the need, to levy 
tremendous undisguised income taxes upon individuals as well as corporations. As 
rates applying to both individuals and corporations were increased, greater care was 
taken to reach those gains and profits considered to be properly taxable and to insert 
remedial provisions where general provisions operated harshly and not in accordance 
with the intent of Congress. Attempts were made to prevent use of the corporate 
form to enable shareholders to avoid high taxes upon their individual incomes. 
“Excess” profits were especially singled out for attention during and immediately 
following the War. In subsequent acts, other types of income have been given special 
attention. All this has resulted in revenue acts that are long and complicated and 
present a patchwork of cross references and technical terms, requiring careful, 
analytical study. 

The Revenue Act of 1913, passed on October 3, 1913 and applicable from March 
I, 1913 to December 31, 1915, was the first act passed under the Sixteenth Amend- 
ment. It imposed upon corporations a tax at the flat rate of 1% of net income. No 
exemption such as the $5,000 exemption in the Act of 1909 was given. Net income 
was defined very much as it was under the 1909 Act. 

*12 Wall. 1 (U. S. 1870). 

5 Kisner v. Macomber, 252 U. S. 189, 218 (1920). See the following cases discussing these statutes: 
Stockdale v. Atlantic Ins. Co., 20 Wall. 323 (U. S. 1873); Michigan Cent. R. Co. v. Slack, 100 U. S. 595 
(1879); Springer v. U. S., 102 U. S. 586 (1880); U. S. v. Erie R. Co., 106 U. S. 327 (1882). 


® Pollock v. Farmers Loan & Trust Company, 157 U. S. 429 (1895); 158 U. S. 601 (1895). 
* Flint v. Stone Tracy Company, 220 U. S. 107 (1910). 
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In drafting the Revenue Act of 1913, the legislators anticipated and attempted 
to prevent a type of tax avoidance which has been a constant problem to Congress 
ever since. That act prescribed that the income of individual shareholders should 
include their pro rata share of the net income of corporations “formed or fraudulently 
availed of” for the purpose of preventing the imposition of the surtax, or “additional 
tax” as it was then called, upon individuals by means of accumulating the gains and 
profits of such corporations and not distributing them. The fact that a corporation 
was a “mere holding company” or that gains and profits were permitted to accu- 
mulate beyond the reasonable needs of the business was made prima facie evidence 
of the interdicted purpose. These provisions were not substantially changed before 
1921. 

The Act of 1913 exempted corporate dividends from the net income of individuals 
for normal tax purposes, but not for “additional tax” purposes. This exemption was 
not given to corporations. It is to be noted that in this act, as well as in the 1916 Act, 
normal rates on corporations and individuals were the same. 

Little change was made in the Revenue Act of 1916 as it applied to corporations, 
except that the rate of tax was increased to 2%. The normal tax rate on individuals 
was likewise made 2%. The corporate tax rate of 2% contained in the 1916 Act was 
made applicable to 1917 by the 1917 Act amending the 1916 Act. An additional tax of 
4°% on net income less dividends received was imposed upon corporations. Here 
‘the identity between the rates of the corporate income tax and the notmal tax on 
individuals disappeared and in all subsequent acts the former rate has exceeded 
the latter. 

The 1917 Act contained a provision placing on every corporation, joint stock 
company or association, including insurance companies, a tax of 10% of the amount 
of the total net income received during the year which remained undistributed six 
months after its end. The tax was not made to apply to that portion of undis- 
tributed net income actually invested or employed in business or retained for em- 
ployment in the reasonable requirements of the business or invested in obligations 
of the United States issued after September 1, 1917. 

The 1917 Act provided that distributions by corporations should be deemed to 
have been made from the most recently accumulated profits and should constitute 
income to the distributee for the year in which received, but “shall be taxed to the 
distributees at the rate prescribed by law for the years in which such profits or sur- 
pluses were accumulated by the corporation. . . .” This marked the first legislative 
attempt to designate the source and nature of corporate distributions. 

In the Revenue Act of 1918, which was in effect through 1920, the income tax on 
corporations was imposed at largely increased rates, namely, 12% for 1918 and 10% 
for subsequent years. Provision was made that the net loss suffered in any year 
beginning after August 31, 1918, and ending prior to January 1, 1920, arising from 
an enterprise entered into for war purposes, should be applied to reduce net income 
in the preceding year and, if in excess of that income, to reduce to the extent of the 
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excess the net income of the succeeding year also. Corporations were not taxed for 
either income or war-profits and excess profits tax purposes‘ upon dividends from 
other corporations subject to these taxes. 

An important addition to income tax law was the provision in the 1918 Act for 
non-recognition of gain or loss upon an exchange of stock or securities for new stock 
or securities of no greater aggregate face or par value, if in connection with a reor- 
ganization, consolidation or merger. When the aggregate par or face value of the 
new stock was in excess of that of the old stock, the excess was treated as gain to 
the extent that the fair market value of the new stock exceeded the cost, or March 1, 
1913, value of the old stock. In later acts, considerable attention has been given to 
provisions making tax-free exchanges possible in reorganizations, consolidations and 
mergers, as a comparison of the 1918 Act with recent acts will reveal. 

Section 218(e) of the 1918 Act introduced another new measure into tax law. It 
provided a tax on the income of personal service corporations to the shareholders in 
their individual capacities, to the extent of the distributive share of each in the net 
income of the corporation. A personal service corporation was defined as a corpora- 
tion whose income was obtained chiefly from the activities of the principal owners 
or stockholders who themselves were active in the business and whose capital was 
not a material income-producing factor. Personal service corporations were not 
themselves subject to the income tax or to the war profits and excess profits taxes. 
Their special treatment was continued in the Revenue Act of 1921 but not thereafter. 

Of far greater effect upon corporations earning a large return on their capital 
than any of the other provisions of the Acts of 1917 and 1918 are those prescribing 
excess profits and war profits taxes.§ The excessiveness of the profits was determined 
in part by comparing such profits with the annual profits made during a selected 
period prior to the beginning of the World War, and in part by reference to certain 
arbitrary rates of return on invested capital which were assumed to be “normal.” 

The war-time excess profits tax was imposed, in addition to other taxes, on 
corporations, partnerships, and individuals for 1917, and on corporations alone for 
the years 1918 through 1921. It was imposed on corporations at increasing rates on 
incomes falling within certain percentages of the “invested capital.” There was a 
credit allowed against net income of $3,000 plus a certain rate of return on invested 
capital. Under the 1917 Act, a corporation was allowed as the return upon its “in- 
vested capital” the same rate of return obtained in the “prewar” years of 1911 through 
1913, provided that this rate was not less than 7% nor more than 9%. For example, 
if a concern with an invested capital in the “prewar” period, as well as in the taxable 
year, of $1,000,000 earned in the “prewar” period an average return of 9%, its credit 
would be $3,000 plus 9% of its invested capital for the taxable year, or $93,000. The 
net income in excess of the $93,000 would be subject to the excess profits tax. A 
complicated definition was given of “invested capital.” Under the 1918 and 1921 


* Act of 1917, Tit. II; Act of 1918, Tit. III]. An excess profits tax imposed by the Act of March 3, 
1917, 39 STAT. 1000, was superseded by the Act of Oct. 3, 1917, §214 of which expressly repealed the 
excess profits tax provisions of the earlier act. 
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Acts, no use was made of the “prewar” period for excess profits tax purposes, and a 
credit was provided of $3,000 plus 8% of the “invested capital” for the taxable year. 

The excess profits tax for the 1917 taxable year was imposed at rates graduated 
from 20% of the amount of taxable income not in excess of 15% of the invested 
capital to 60% of the amount of taxable income in excess of 33% of the invested 
capital. Under the 1918 Act, the tax was increased for that year to 30% of the 
amount of taxable income not in excess of 20% of the invested capital, and 65% of 
the amount of such income in excess of 2094 of the invested capital. For 1919, 1920, 
and 1921, the excess profits tax was reduced from the 30% and 65% rates in effect for 
the year 1918 to 20% and 40%. 

Provisions were adopted in these acts to avoid injustices and hardships. Where 
the returns of a corporation were abnormally low in the “prewar” years or where 
it was found impossible satisfactorily to ascertain “invested capital,” the Commis- 
sioner of Internal Revenue was authorized to refer to representative concerns in the 
computation of the allowance for normal return. Similar treatment was extended in 
the 1918 and 1921 Acts to corporations showing that, if no such relief were given, 
the tax would, due to abnormal conditions affecting the corporate capital or income, 
work an exceptional hardship. Great discretion here was left to the Commissioner 
to determine first, what corporations were entitled to “special assessments,” and 
second, what concerns should be chosen as “representative concerns” under the Act. 

Another war-time tax closely associated with the war-time excess profits tax is 
the war profits tax imposed upon all corporations generally for 1918, and for 1919 
through 1921 upon net incomes in excess of $10,000 derived from government con- 
tracts made between April 6, 1917 and November 11, 1918. The tax was computed 
for 1919 through 1921 by figuring the tax upon the total net income at the rates 
provided for all corporations under the excess profits and war profits tax provisions 
of the 1918 Act and taking that percentage of the total tax so obtained which the 
net income from the government contracts bore to the entire net income. 

The war profits tax was equal to the sum by which 80% of the net income in 
excess of the war profits credit exceeded the excess profits tax for the taxable year. 
A corporation was given a credit against net income of $3,000, plus what it might 
have been expected to earn in the taxable year judging by its earnings in a com- 
parative pre-war period, but not less than 10% of the “invested capital,” and all 
over that was subjected to the highly confiscatory tax of 80%, a deduction being 
given for the excess profits tax. Both the war profits and the excess profits taxes 
constituted a deduction for ordinary income tax purposes. 

There was imposed by the Revenue Act of 1918 and continued by the Acts of 
1921 and 1924, a capital stock tax at the annual rate of $1 for each $1,000 of the “fair 
average value” of the capital stock of the taxpayer in excess of $5,000. This tax was 
in effect until repealed by the Revenue Act of 1926 and did not reappear until asso- 
ciated with the excess profits tax in the NIRA. 











Feperat Taxes oN Corporations Since 1861 271 


After the war period passed, it was the general tendency of tax acts, beginning 
with the 1921 Act and continuing through the 1928 Act, to reduce taxes from the 
war level and to improve the revenue acts, not by any startling changes, but by 
remedial provisions intended to eliminate any harsh effect of existing provisions and 
to prevent tax avoidance. The revenue of the national government was high in 
relation to its expenses, and the difficulties of keeping the national budget in balance 
and reducing the national debt were not serious. 

The corporate income tax as imposed by the Revenue Act of 1918 for the years 
1919 and 1920 was not materially changed by any subsequent acts during the Twen- 
ties. An increase of 244% was made in the 1921 Act to offset in part the loss of the 
excess profits tax revenues. The table appended to this article shows the corporate 
tax rates during these years. 

In the Revenue Acts from 1921 to the present time, the simple statement in the 
Act of 1918 providing for non-recognition of gain or loss upon security exchanges in 
mergers, consolidations, and reorganizations has been amplified and greatly extended. 
For this there have been two reasons. One has been the desire to extend the benefits 
of non-recognition of gain or loss to those transactions where in practical effect there 
was either a mere rearrangement of evidences and types of ownership without any 
change in the fact of ownership and thing owned or a merger of ownership without 
any immediate realization of gain. The other has been to eliminate the possibility 
of the reorganization provisions being availed of to realize, free from tax, real and 
not merely fictional gains. 

In the 1921 Act, a new type of provision was made to prevent the misuse of 
corporations to evade surtaxes on individuals. Upon corporations formed or availed 
of to evade surtaxes it placed a tax, in addition to normal tax, of 25° of net income. 
The presumptions as to holding companies and unreasonable accumulation of profits 
were retained. However, where all the stockholders of a corporation agreed, the 
Commissioner, in lieu of income, war profits and excess profits taxes, could tax them 
on their distributive share of the corporation’s net income. In the Revenue Act of 
1924 the tax was increased from 25% of net income to 50%, and to net income was 
added the amount of the dividends received from domestic corporations and other- 
wise allowed as a deduction. No provision was made for the reporting of corporate 
income by the stockholders, a privilege restored by the Act of 1926 and continued in 
the 1928 Act. Amounts so included by shareholders in their income were to be 
treated as dividends received. The rate of tax remained unchanged. 

The matter of consolidated returns filed by affiliated corporations received con- 
siderable attention following the War. Under the 1917 Act corporations so affiliated 
as to constitute in actual effect only one corporation were required by treasury regula- 
tion to file a consolidated return whenever the Commissioner found this necessary to 
determine more equitably the invested capital or taxable income. The 1918 Act made 
mandatory that all corporations thus affiliated file consolidated returns. Under the 
Revenue Acts of 1921, 1924 and 1926, the filing of such returns was made optional 
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with the corporations. The act of 1928 continued this privilege for that year, but 
attached the condition to its grant for 1929 and subsequent years that the corporation 
agree to accept all regulations for such years prescribed for the purpose of insuring 
that the income of consolidated corporations should be clearly reflected and that tax 
liability should not be avoided. 

In the Revenue Act of 1932 there was an increase in the rate of taxation from 
12% to 1334%. Under this act, the transfer of stock or securities by a domestic 
corporation, as well as by an individual, a partnership or a domestic trust, to a 
foreign corporation, trust or partnership as paid-in surplus or contribution to capital, 
was taxed at the rate of 25°% upon the excess of the value of the stock over its basis 
in the hands of the transferor. This transfer tax was not to apply if the transferee 
was a non-profit organization exempted from tax or if, prior to the transfer, it was 
established that the transfer was not made to avoid income tax. This tax is still in 
effect. 

Provisions as to the filing of consolidated returns by affiliated corporations were 
continued in the 1932 Act, but an additional income tax of 34 of 194 was placed on 
corporations electing to file consolidated returns. The 50% tax upon the net income 
of corporations unreasonably accumulating surplus was also retained. 

The Revenue Act of 1932 was applicable to the year 1932 and, as amended by the 
NIRA, to the year 1933 as well. The principal change relating to the. corporate in- 
come tax was the withdrawal of the deduction allowed under prior acts for net 
losses incurred in the preceding year. The additional tax of % of 1% placed upon 
corporations filing consolidated returns under the 1932 Act was increased by the 
NIRA to 1% for the taxable years 1934 and 1935. 

The NIRA reintroduced to corporate taxation the capital stock and excess-profits 
taxes, but they were entirely different in many respects from similarly named taxes 
of prior years. A capital stock tax was imposed at the rate of $1 for each $1,000, not 
of the actual value of the capital stock, but for each $1,000 of any value which a 
corporation might choose to place upon its capital stock. However, to insure the 
fact that no less than the normal rate of $1 upon each $1,000 of the fair value of the 
capital stock should be obtained, the excess profits tax was imposed at the rate of 
5°%% upon net income in excess of 1244% of the “adjusted declared value” of the 
capital stock. It was provided in this act that a value declared in the first year should 
be retained for subsequent years with necessary adjustment for such matters as dis- 
tributions out of capital, additions to capital, paid-in surplus, and profits or deficits. 
The usual class of nonprofit organizations was exempted, as well as inactive corpora- 
tions. In passing it may be noted that the life of the capital stock and excess profits 
taxes under the NIRA was to be terminated by Presidential proclamation of the date 
of the end of the first fiscal year after the 1933 fiscal year in which the receipts of the 
federal government exceeded the expenditures, or of the repeal of the Eighteenth 
Amendment to the Constitution, whichever was earlier. The Amendment’s repeal 


was proclaimed on December 5, 1933. 
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The 1934 Act extended the life of the capital stock tax and excess profits tax 
provisions as imposed by the NIRA. The taxpayer was given the privilege of re- 
declaring the value of his capital stock for the year ended June 30, 1934. As will be 
noted, the capital stock and excess profits taxes and their interdependency has been 
continued to the present. 

In the Revenue Act of 1934, the normal tax was imposed upon corporations at 
the same rate as that prescribed in the 1932 Act, namely 1334%, with the exception 
that in the case of consolidated returns of railroad corporations the rate was made 
1534%- The privilege of making consolidated returns was limited under the new act 
to railroad corporations, and the additional tax of 294 was in payment for this 
privilege. Under the 1934 Act, there was also introduced a very important limitation 
upon the capital losses of all taxpayers, including corporations, excepting certain sales 
by banks or trust companies, of $2,000 plus gains from sales or exchanges of capital 
assets. 

Section 351 of the Revenue Act of 1934 is the culmination of the first of several 
outstanding efforts on the part of the present administration and the committees in 
Congress which consider tax bills to eliminate what is termed as the inequity of the 
escape by individuals from surtaxes through the retention of corporate profits with- 
out distribution. It has been seen that this means of evading taxes was anticipated by 
those who drafted the first revenue act under the Sixteenth Amendment. Under that 
act, it was presumed that a holding company was formed or availed of for the 
purpose of evading surtaxes on individuals. This presumption has been retained in 
later acts, whether the acts treated such accumulated profits as if distributed and 
thus taxable to the shareholders, or attempted to force distributions and recoup taxes 
otherwise lost to the government by heavy taxes upon corporations used for tax 
avoidance. For a corporation to be subject to these heavy taxes, intent to evade had 
always been a necessary condition and the difficulty of proving this intent greatly 
impaired the effectiveness of the acts. With this in mind, those drafting the Revenue 
Act of 1934 imposed upon personal holding companies as defined a heavy surtax 
based upon undistributed profits earned during the year. The intent responsible for 
the accumulation in the particular case was immaterial. Personal holding companies 
were becoming popularly known as “incorporated pocketbooks,” and the fact of their 
existence, accompanied by actual accumulations, was considered sufficient evidence 
of the intent. 

The new surtax on personal holding companies was imposed at the rate of 30% 
of that portion of “undistributed adjusted net income” under $100,000, and 40% of 
that portion over $100,000. “Undistributed adjusted net income” involved adjust- 
ments of net income to arrive at the true income which a corporation might be con- 
sidered to have available for distribution after the allowance of 20° for retention of 
income. Shareholders could relieve the corporation from this tax by including in 
their returns their entire pro rata share of the income of the corporation. A personal 
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holding company was defined generally as being a corporation which received at 
least 80% of its income from royalties, dividends, interest, annuities and (except in 
the case of regular dealers in stocks or securities) gains from the sale of stocks or 
securities, and 50% of whose stock was owned at any time during the last half of 
the taxable year, directly or indirectly, by not more than five individuals. Provisions 
were made to measure ownership only by the real owners of the company and to 
prevent distribution of stock in a family for the purpose of bringing the number of 
owners above five. 

The surtax on corporations improperly accumulating a surplus and not distribut- 
ing it was retained in the 1934 Act with certain changes which, it was hoped, would 
make it more effective, since in the past it had been of little use. Personal holding 
companies were excluded from the application of this tax. The tax rate was changed 
from the flat rate of 50% in effect since 1924 to a tax of 25% of the amount of the 
“adjusted net income” not in excess of $100,000 plus 35% of the amount of the 
“adjusted net income” in excess of $100,000. Under prior acts, a corporation dis- 
tributing 50% and retaining 50% of its net income to avoid to that extent the 
imposition of surtax upon its shareholders, would have been subject to a penalty tax 
of 50% of entire net income, or 100% of undistributed income. It was entirely pos- 
sible under these prior acts for the amount of the tax to have been several times 
larger than the amount of the income improperly retained. This situation was cor- 
rected by permitting a deduction, in computing “adjusted net income,” of amounts 
distributed to shareholders. 

The Revenue Act of 1935 was passed in answer to a tax message from the Presi- 
dent to Congress dated June 19, 1935, in which he contended that the advantages 
conferred by the- government upon corporations increased in value as the size of the 
corporations increased, that the advantages gained by the large corporations engaged 
in interstate business were derived through the federal government chiefly and that 
the principle of taxation in accordance with ability to pay, as well as in accordance 
with benefits received, should apply to corporate taxation much as it had been applied 
to the individual income tax. The President recommended a graduated rate scale for 
corporate income instead of a uniform rate. To prevent the larger corporations from 
escaping the tax in the higher brackets by doing business through numerous sub- 
sidiaries or affiliates, a tax on dividends received by corporations was advised. The 
President also urged the desirability of simplifying corporate structure by eliminating 
superfluous holding companies. 

As shown in the appended table, Congress acceded to the proposal for a graduated 
rate scale on corporate income and reduced the deduction allowed to corporations 
for dividends received. Furthermore, to encourage liquidation of what were con- 
sidered unnecessary holding companies, a section was included in the 1935 Act pro- 
viding for the non-recognition of gain or loss to a corporation upon the complete 
liquidation of its subsidiaries. 
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The 1935 Act allowed to corporations a deduction for charitable or other con- 
tributions made during the year not to exceed 5°% of net income. This deduction has 
been continued in later acts. 

The surtax on personal holding companies introduced in the 1934 Act was in- 
creased, the new rates being graduated from 20% of the amount of the taxable 
income not in excess of $2,000 to 60% of the amount in excess of $1,000,000. Amend- 
ments permitted a corporation to receive a deduction for distributions made out of 
earnings and profits during the year, even though an operating deficit existed and 
was carried over from prior years. 

The 1935 Act increased the capital stock tax rate from $1 to $1.40. per $1,000 of 
the new “adjusted declared value” of the capital stock. A new excess profits tax 
was imposed at the rate of 6% of net income in excess of 10% and not in excess of 
15% of the adjusted declared value of the capital stock of the corporation, and 12% 
of net income in excess of 15%. 

The 1935 Act, with the exception of sections not mentioned in this paper, was 
applicable only to taxable years beginning after December 31, 1935; and before it 
became effective it was superseded by the Revenue Act of 1936. 

In the message which led to the 1936 Revenue Act, the President pointed out that 
the evil of evasion of surtaxes through the accumulation of profits in a corporation 
was an old and growing one, and that the Treasury had estimated that during the 
calendar year 1936 over four and one-half billion dollars of corporate income would 
be withheld from stockholders. He stated that this retention of profits not only 
enabled shareholders to escape surtaxes, but also thereby gave to incorporated busi- 
nesses great advantages over those unincorporated. To eliminate this “serious two- 
fold inequality,” the President suggested a tax on undistributed corporate income, 
including intercorporate dividends, and a repeal of the existing tax on corporate 
income and of the capital stock and excess profits taxes. 

It will be recalled that in the Civil War taxes, the end for which the President 
was striving had been reached. That end is the taxation to the individual owners of 
businesses, whether incorporated or not, of their pro rata share of the profits. It has 
been pointed out that, years later, the 1913 and 1916 Revenue Acts provided that 
where a corporation was fraudulently formed or availed of to avoid taxes upon its 
stockholders, its net income should be considered, for purposes of determining the 
net income of the respective shareholders, as though it had been distributed. The 
Act of 1917 taxed at 10% corporate profits remaining undistributed and unused for 

specified purposes six months after the end of the taxable year. Furthermore, pro- 
vision was made in the World War tax acts that the net income of a personal service 
corporation should be considered in determining the net income of its shareholders 
as if it had been distributed. 

The Revenue Act of 1936 as finally adopted by Congress was not entirely in ac- 
cordance with the suggestions of the President. The House bill, it is true, had been, 
but the Senate insisted upon and obtained important modifications of the House’s 
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undistributed profits tax as well as a continuation of a corporate income tax at 
graduated rates and the capital stock and excess profits taxes.® 

The undistributed profits tax as passed provided for the determination of an 
“adjusted net income” which represented the amount available for distribution. Cer- 
tain credits were then allowed against this, including dividends paid with a two-year 
dividend carry-over, and earnings withheld from payment of dividends under a 
written contract executed prior to May 1, 1936. The income resulting was defined as 
the “undistributed net income,” and the tax was imposed upon this amount at rates 
graduated from 7% of the portion of the “undistributed net income” which was 
not in excess of 10% of the “adjusted net income” to 27% of that portion in excess 
of 60%. An additional credit was given to corporations with “adjusted net incomes” 
less than $50,000. 

Other changes in the tax on corporations were made by the Revenue Act of 1936. 
A greater degree of graduation was made in applying the normal tax, the new tax 
progressing from 8% on “normal tax income” less than $2,000, to 15°%% on such in- 
come in excess of $30,000. The deduction or credit against net income for dividends 
received from domestic corporations was reduced to 85° of such dividends. 

The tax of 25% and 35% imposed by the 1935 Act upon corporations used for 
surtax avoidance was amended in the 1936 Act by reducing the rates upon corpora- 
tions subject to the undistributed profits tax to 15% and 25% of corporate net income 
under $100,000, and over $100,000, respectively. The relief to be obtained by the 
election of shareholders to report corporate income at the time of filing their returns 
was limited by withholding its benefits from corporations whose stock to the extent 
of 11% or more was owned by other corporations. Under the 1936 Act the surtax 
on personal holding companies was continued at lower rates ranging from 8% of the 
amount of the undistributed adjusted net income less than $2,000 to 48% of the 
amount in excess of $1,000,000. 

The capital stock and excess profits taxes were retained with the change that the 
capital stock tax was reduced from $1.40 to $1 per $1,000 of the adjusted declared 
value of the capital stock. This change was made as an amendment to the 1935 Act. 

After the passage of the Revenue Act of 1936, the drive to eliminate the practice 
of many corporations to retain substantial portions of their income was continued 
for the purpose of forcing all earnings, whether of incorporated or unincorporated 
businesses, to be taxed to the real owners both at normal and surtax rates. On June 1, 
1937, the President in a message to Congress stated that there were several devices 
resorted to by taxpayers to permit them to escape what were termed to be their just 
taxes. Chief attention was given to the use of personal holding»companies for such 
purposes. With the intent of striking a more effective blow at such practices, Con- 
gress passed the Revenue Act of 1937, which increased greatly the rates applicable 
to personal holding companies (the definition of which was extended) to 65% of 
the amount of the undistributed adjusted net income not in excess of $2,000 and 75% 


® For discussion, see Report of Senate Finance Committee on Revenue Bill of 1936, SrN. Rep. No. 
2156, 74th Cong., 2d Sess. (1936) 4-6. 
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of the amount in excess of $2,000, and eliminated the net loss carry-over. Moreover, 
the 20% of “adjusted net income” allowed to such companies as “grace,” probably 
on the assumption that a retention of this much could very well be reasonable in 
some cases, was eliminated. In addition, no provision was made for a company to 
be relieved from the payment of the tax by any agreement of its stockholders to 
report in their returns their pro rata share of its net income. 

The effect of the extension of the definition of a personal holding company was 
to reach what were commonly referred to as “incorporated talent” companies, the 
highly publicized incorporation of yachts, city residences, country estates, etc., and 
the receipt by corporations of income from estates and trusts. The definition of per- 
sonal holding company income was extended to include income from rents, unless 
such income constituted 50% or more of the entire gross income. It was also pro- 
vided that once a corporation fell within the definition of a personal holding com- 
pany, it should be so considered in every year thereafter until certain conditions as 
to income and stock ownership were met. 

It was presented to the tax committees of Congress that foreign personal holding 
companies had been increasingly popular as loopholes for tax avoidance. The 1937 
Act established a method of taxing to the shareholders of such a company their share 
of its undistributed net income. 

As the committees of Congress charged with the drafting of the Revenue Act of 
1938 met to consider the effects of the then existing law, they were faced with strong 
protest against the operation of the undistributed profits tax under the 1936 Act. As 
listed in the report of the Ways and Means Committee on the Revenue Bill of 1938, 
“the principal complaints against the surtax on undistributed profits in the form 
imposed by the Revenue Act of 1936 may be summarized as follows: (1) The surtax 
discourages, in many cases, legitimate business expansion, and, therefore, has an 
adverse effect on employment. (2) It puts a penalty on corporations which find it 
necessary to use current earnings in the payment of debts. (3) It burdens the small 
and weak corporations more than the large and financially strong corporations. 
(4) It is unfair to corporations with impaired capital which under state law cannot 
legally declare dividends. (5) The relief provisions applying to corporations having 
contracts not to pay dividends or requiring the use of current earnings for the pay- 
ment of debts are so restrictive as to provide relief only in rare cases, although many 
other cases equally meritorious receive no relief.”?° 

The bill as passed combined the income tax with a much smaller undistributed 
profits tax. The maximum rate of corporate income tax was fixed at 19% with some 
reduction in this tax to be based upon the amount of dividends distributed. The 
maximum reduction was 244% so that the minimum tax upon corporations under 
the 1938 income tax law was 164%. Among the salutary provisions were the liberal 
credits given for purposes of determining the 244% undistributed profits tax, includ- 
ing a two-year dividend carry-over, a one-year net operating loss carry-over, a deficit 


10H, R. Rep. No. 1860, 75th Cong., 3d Sess. (1938) 1. 
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credit, a consent dividend credit, and a credit for amounts set aside to cover certain 
indebtedness. As recommended by both House and Senate committees, special relief 
provisions were made for corporations with incomes less than $25,000, and provisions 
also were adopted to provide adjustments for corporations with incomes slightly in 
excess of $25,000. Corporations with net incomes of less than $25,000 were not subject 
to the tax discussed above, but were taxed at rates progressing from 12!4% of income 
less than $5,000 to 16% of such income in excess of $20,000. The total tax on a 
“special class net income” of $25,000 amounts to $3,525.00, or 14.1%. 

The surtax on corporations improperly accumulating surplus was continued in 
the 1938 Act in much the same form as in the 1936 Act, the principal difference being 
that, whereas in the 1936 and prior Acts the unreasonable accumulation of profits 
established merely a presumption of evasion, such an accumulation under the 1938 
Act was made determinative of the purpose to avoid surtaxes unless the corporation 
is able to prove by the clear preponderance of evidence that this was not the purpose 
of the accumulation. 

Little change was made in the tax on personal holding companies provided in the 
1937 Act. Personal finance companies were excluded from the definition of a “per- 
sonal holding company,” and corporations making consolidated returns were brought 
within the definition if the stock ownership of the parent corporation and the income 
of the affiliate group fall within the personal holding company classification. 

The capital stock and excess profits taxes were retained with the single significant 
change that the corporation could declare anew the value of its capital stock for the 
year ended June 30, 1938, and, what is important, for each third year thereafter. 

The corporate income tax provisions of the 1938 Act were not applicable to any 
taxable year beginning after December 31, 1939. 

The movement toward revenue laws more acceptable to business interest, which 
had been started in the Revenue Act of 1938, as a reversal of the trend reflected in 
the several preceding revenue acts, was continued with greater force in the Revenue 
Act of 1939. Probably the most notable change made was the complete elimination 
of any element of undistributed profits tax. Although the tax had been reduced in 
the 1938 Act to a maximum of 244%, it was recognized that this tax, though small 
and relatively unimportant as to revenue, was a major tax “irritant.”11_ The new act 
imposes, for taxable years beginning on or after January 1, 1940, a flat corporate tax 
of 18% upon corporations with incomes above $25,000. Corporations with incomes 
less than $25,000 were taxed, as under the 1938 Act, at rates graduated from 1244% 
to 16%, and adjustments were provided for corporations with incomes slightly in 
excess of $25,000. 

Another change in the Act of 1939 of great importance was the reintroduction 
of the practice of permitting corporations to carry over for two years net operating 
business losses. It was pointed out in the “Report of the Committee on Ways and 
Means on the Revenue Bill of 1939” that the elimination of this carry-over had 


™2 See Testimony of Secretary Morgenthau, Hearings before the House Ways and Means Committee, 
76th Cong., 1st Sess. (1939) 5. 
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placed a heavy burden on a business which had alternating profits and losses, as 
contrasted with a business maintaining stable profits, even though over a period of 
years the average income of the two concerns might be the same. 

Earlier revenue acts beginning with the 1934 Act had allowed corporations to 
deduct capital losses only to the extent of $2,000 plus capital gains. The excess of 
capital losses over capital gains plus $2,000 could not be availed of as a deduction 
in the year of loss or in any other year. The House committee pointed out that this 
was a tax irritant which had handicapped many corporations, and in the passage of 
the 1939 act the committee’s recommendation was accepted, allowing to corporations 
other than foreign and domestic personal holding companies full deduction for in- 
come tax purposes of long-term capital losses, i.c., losses on capital assets held for 
more than 18 months, and allowing short-term capital losses to be deducted from 
short-term capital gains, any excess of losses to be applied against short-term capital 
gains of the following year in an amount not exceeding the net income for the 
earlier year. 

To remedy the hardship arising from the provision of the 1938 Act requiring a 
corporation to forecast its profits over a three-year period, Congress provided that 
those corporations which had declared an insufficient value for capital stock purposes 
may increase such value for the capital stock tax years ending June 30, 1939, and 
June 30, 1940. This should relieve many corporations from large excess profits tax 
liabilities for these two years. 

The 1939 Act contains a new provision relating to the treatment of income result- 
ing from the discharge of corporate indebtedness. The provisions as to discharge are 
intended to give to railroads and other corporations in an unsound financial condi- 
tion, whose bonds can now be purchased at less than their face value, an opportunity 
to liquidate their indebtedness without the recognition of gain. 

The tax provisions of the 1939 Act were enacted as amendments to the Internal 
Revenue Code with no fixed date for expiration. 

There is set forth in the table showing corporate tax rates since 1909, with the 
specific exemption for each year, if any, and, for comparison, normal tax rates on 
individuals since 1913. This summary shows also whether or not deductions or 
credits were given to corporations and individuals for dividends received. 
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Summary oF CorporaTE AND INpivipuaL Tax Rares, Erc., SincE 1909* 





Deduction of 





Dividends for Specific 
Corpora- Normal Tax on Corporate and Corporate 
Year Tax Acts tion Tax Individuals Normal Taxes Exemption 
1909-1912 1909..... ry, none Corporations $5,000 
IQI3-IQI5 1913..... r% yA Individuals only none 
1916 Foro. .... ao, ay, Individuals only none 
1917 . ¢ e a% ay, Individuals only none 
4% 2% both none 
1918 ZOIG..<.. 12% 6% on $4,000 both $2,000 
12% on balance 
1919-1920 1918..... 10% 4% on $4,000 both $2,000 
8% on balance 
1921 tee 10% same both $2,000 if net 
income less 
than $25,000 
1922-1923 192I1..... 124% same both same 
1924 1024..... 124% 2% on $4,000 both same 
4% on next $4,000 
6% on balance 
1925 1526. ..2. 13% 14% on $4,000 both same 
3% on next $4,000 
5% on balance 
1926-1927 1926..... 134% same both same 
0) SSO ee 
1930-1931 1928..... ray, same both $3,000 if net 
income less 
than $25,000 
1929 1928-Jt.Res. 11% ¥% % on $4,000 both same 
£920..... 2% on next $4,000 
4% on balance 
1932-1933 1932..... 13%% 4% on $4,000 both none 
8% on balance 
1934-1935 1934..... 13%% 4% both none 
(never 1934-1935 124%-15% 4% 100% to indi- none 
effective) viduals. 90% 
to corps. 
1936-1937 1936..... 8-15%" “WA None to indi- none 
viduals. 85% 
to corps. 
1938-1939 1938..... 124-164%° 4% same none 
1940— 7930°.... 12%-18% 4% same none 





* This table does not include excess profits taxes or penalty’ taxes for unr 
or taxes on special types of corporations such as rir ages companies. 
> These rates do not 1 iti 


tax of 7 t 





ble 


lation of surplus 





27% on undistributed profits. 


© These rates do not include the additional tax of 336% on undistributed profits. 
4 Internal Revenue Code. 














CONFLICTING THEORIES OF CORPORATE 
INCOME TAXATION’ 


GERHARD Cotm* - 


I. THe Prostem oF Corporate INCOME TAXATION 


The income tax is the last step in the long development of taxes away from the 
ad rem basis, especially from land taxes, to a tax basis which reflects as perfectly as 
possible individual ability to pay. The important role played by income taxes in 
modern tax systems seems to indicate the triumph of this “ideal tax” over the older, 
less perfect forms of taxation.? In countries in which the income tax had already 
been highly developed a further increase in income tax revenue was made possible 
by increasing the income tax on corporations (e.g., Germany, Great Britain, Italy). 
Does this fact indicate that the individual income tax is approaching its adminis- 
trative or political limits, at least in certain countries, and that further substantial 
expansion of revenues can be expected only from an increase in the corporate income 
tax? What is the significance of a rising share of the corporate tax in the total yield 
of income taxes? Is the application of the income tax to corporations a logical 
supplement to the individual income tax and does it participate in all the merits of 
this “ideal” tax? Or does the application of the income tax to corporations in reality 
indicate a reversal of development, a trend turning back to another sort of ad rem 
taxation—but in the disguise of the meritorious income tax? Is the corporate income 
tax an income tax at all,® or is it just another form of business taxation? If so, is a 
business tax based on corporate profits the most rational method of taxing business? 

* Dr. Rer. Pol., 1931, Freiburg University, Germany. Professor of Economics at the Graduate Faculty 
of Political and Social Science, New School for Social Research, New York, now on leave of absence 
as Fiscal Expert in the U. S. Department of Commerce. Member of the Committee on Federal Taxation 


of Corporations of the National Tax Association. Formerly professor. at Kiel University, Germany. 
Co-author of Economic Consequences of Recent American Tax Policy, SoctaL ResearcH, Supplement I, 
1938. 
*In this article I shall draw heavily on the Final Report of the Committee of the National Tax 
Association on Federal Taxation of Corporations, presented at the National Tax Conference held at 
San Francisco, California, October 16-19, 1939. Professor Robert M. Haig of Columbia University was 
chairman of the committee. When speaking of “the committee” or “the majority” or “the minority” 
I refer to the work of this committee. The report is cited hereinafter as Finat Report. 

?In recent years the share of income taxes in the total tax revenue declined in several countries, 
partly because of the influence of the depression on this very sensitive type of taxation, partly because 
of the development of other tax sources, such as sales taxes, automobile taxes, payroll taxes, etc. 
Cf. Colm, Significant Tax Legislation in Foreign Countries, Nat. Tax Ass’N, PRocEEDINGs, 1938, p. 526. 

* The accuracy of calling corporate profits “income” can be questioned. 
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The answer to these questions may be in part supplied by a review of the various 
theories and rationales of corporate income taxes. 


II. Corrorate INcome Taxes As A Form oF Business TAXATION 


It is easy to justify corporate income taxes by reference to the “cynical” rule of 
taxation, which stresses their high fiscal productivity. The fact that the necessary 
revenue cannot be derived from ability-to-pay taxes in a strict sense is the strongest 
argument for taxes on business.* Corporations have substantial funds at their dis- 
posal, and their bookkeeping can be more easily supervised than that of farmers 
or storekeepers. From one income tax return of a corporation more money can be 
obtained on an average than from one tax return of an individual. 

However, corporate income taxes are usually defended on the ground of the 
benefit principle and not of the ability-to-pay principle. The question comes up 
especially in the discussion of whether a corporate income tax should have a grad- 
uated rate or a flat rate. Prevailing opinion is that the various arguments proposed 
for a progressive individual income tax cannot be applied to corporations.® The 
arguments of equal sacrifice, maximum collective utility or the redistribution of 
income are rooted in the fact that an individual must meet his most urgent needs 
for food, clothing and shelter first. If he has a higher income he can satisfy his 
demand for luxury consumption or for economic security, which from the point 
of view of the community are supposed to be less urgent than the fundamental 
needs. Now it cannot be said that each additional dollar of corporate profits has a 
declining utility value from the viewpoint of the corporation or of the community 
at large. In this respect the analogy between the legal personality and the natural 
personality has’ little validity. This leads theorists who believe that no tax principle 
other than ability-to-pay is valid, to recommend the scrapping of corporate income 
taxes as such, and their retention only as a supplement to the collection of individual 
income taxes.” 

Limited liability, legal and operative continuity of the company (for instance in 
the case of the death of the owner or a partner), easy transfer of ownership, dif- 
fused sources of financing, the possibility of intercorporate affiliations—these are some 
of the corporation advantages created by law and as such regarded as a justification 
for special taxes on corporations. Furthermore, the corporation offers certain tax 
advantages which will be discussed later. Yet it is difficult to judge how great these 
advantages are and how heavy a corporate tax can be defended on this ground. 
Proof that present tax rates do not outweigh the advantages of the corporate form 

“Within the limits of this article no proof can be given for this statement, on which the reasoning 
of this article rests. 

® Paul Studenski, in Taxation and Business, AM. MANAGEMENT Ass’N, ENTERPRISE IN FINANCIAL 
ManacEMenT Series, No. 58 (1939), makes a very strong case for the application of the ability-to-pay 
principle to corporations. Very much depends on how ability-to-pay is being defined. 

® FinaL Report, 50-51. 

™See, for instance, Simons, PERSONAL INCOME TAXATION (1938). This was also the theory behind 


President Roosevelt’s recommendation for the 1936 Revenue Act. See Hearings before the Committee 
on Ways and Means on Revenue Act 1936, 74th Cong., 2d Sess. (1936) 1, ff. 
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can be seen in the fact that many businesses prefer incorporation, although they could 
equally well be conducted as partnerships. But the recent increase in corporate tax 
rates in Germany up to 35 and 40% of profits resulted in the transformation of 
many corporations into partnerships.6 Many types of businesses, however, have no 
real choice as to incorporation; it is a necessity for them. 

The corporate income tax has been further justified by the services which the 
government renders to business in general. Paramount among these is the system 
of laws which is the foundation of modern business and their legal enforcement 
through the courts. The skill and efficiency of labor which is an essential pre- 
requisite of modern industry is at least partly due to public education.- The govern- 
ment takes care of a variety of social costs resulting from business operations; it 
takes care especially of the unemployed, preserving their ability to work for any 
future demand of business. But all businesses, whether incorporated or not, benefit 
from these services. It is true that in most lines of production the nation’s business 
is carried on in corporate form and it would do no great harm if the smaller 
proprietorships and partnerships really should enjoy a certain tax advantage. Never- 
theless, this problem may become quite important if the corporate income tax rates 
should be further increased and if the tax advantages of the corporate form should 
be reduced or eliminated in the future. 

The benefit principle has been invoked also to justify a progressive tax rate on 
the grounds that the benefits derived from the corporate form are supposed to 
increase progressively with the size of the corporation.® It has been said?® that larger 
corporations have (a) comparatively stronger bargaining position; (b) advantages 
of a nation-wide market; (c) advantage in making use of patents and research 
programs; (d) often quasi-monopolistic position; (e) advantages in financing.’ 
Such arguments justify a graduation of corporate taxes, but by no means such a 
graduation of rates as is justified for individuals on the basis of the ability-to-pay 
principle. 

The implications of the benefit principle can be shown with respect to one 
technical detail of corporate income taxes. From the point of view of ability to pay 
there would be no justification for including dividends received by a corporation 
from another corporation in the taxable profits. These dividends were taxed as 
profits of the distributing corporation and their inclusion among taxable profits of 
the receiving corporation leads to a clear case of double taxation. If, however, the 
benefit principle in invoked, it can be said that the right of corporations not only 

® About half the corporations were dissolved. However, this abandonment of the corporate form was 


due only in part to the effects of tax rates, as new legislation forbade the corporate form to small 
enterprises. 

Strictly speaking this principle would lead to rates progressive with corporate size as measured 
for instance by the size of capital assets. A strong case can be made for a graduated excess profits tax. 
This will not be discussed here because a separate article of this Quarterly will be devoted to the subject. 
For a few remarks oni it, see part IV, infra p. 288. 

10 Hearings before the Senate Finance Committee on Revenue Act 1935, 74th Cong., 1st Sess. 
(1935) 216, 217. *1 Compare also Finat REporT, 51, n. 72. 
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to operate their own business but to acquire stocks of other corporations is a special 
privilege justifying a tax which need not be paid by corporations making no use of 
this privilege. This argument could be used for instance in defense of the present 
law which treats 15% of dividends received as taxable income. It could not be used 
to defend a prohibitive tax, which may be justified only on grounds of economic 
rather than fiscal policy.’* 

The benefit principle justifies a tax on corporations, a moderate graduation of 
rates according to size, and a moderate tax on intercorporate affiliation. But does it 
lead to the conclusion that an income tax is the best method of taxing corporations 
according to benefits received? It has been said'* that the government is, so to 
speak, a silent partner in all business and as such should receive its share in all 
profits. A similar argument was officially proposed in Germany when the corporate 
income taxes were raised to 35 and 40%. It was said that government expenditures 
assure a high and steady level of profits and that it is therefore justifiable for a large 
proportion of these profits to be absorbed by the government. 

It has been argued, on the other hand,’* that the government gives its services 
to all business whether profitable or not. A business pays for labor or for raw 
materials irrespective of whether profits are made or not; likewise business should 
contribute to government because government is supposed to render its services in 
good times and bad. 

Both ways of reasoning have their partial justification, and probably the solution 
is that the government should tax corporate profits and in addition business as such 
on some basis other than profit. The Committee expressed the opinion that a special 
corporation fee should be levied on the basis of capitalization or some other such 
factor, and that in addition, corporations as well as individual proprietorships and 
partnerships should be taxed on the basis of either net profit or some cost factor 
(preferably “value added by manufacture”) or both. If both levies are considered 
as two forms of business taxes, the Committee suggests the assignment of the net 
profit tax to the federal government, the cost-factor tax to the states.1® Such a cost-tax 
on business should replace existing sales and property imposts on business which, 
from the point of view of equity, are probably the least rational form of taxation.1® 
The corporate income tax can more easily be administered as a federal tax, avoid- 
ing the whole problem of the apportionment of the tax according to the location 
of establishments in various states. It is easier, however, to levy taxes on cost 
factors like sales or “value added” on a state basis because turnover and costs are 
usually ascertainable for each establishment even if it belongs to a larger interstate 
concern and the plant cannot be moved as easily as can the domicile of a corporation. 


12 See part IV, infra p. 288. 

*8 See FinaL Report, pt. II, p. 30, ff. The metaphor was employed by the late T. S. Adams. 

** Thid. 25 See FinaL REPORT, 50, 51. 

*© A tax on business property appears justified only to the extent that local expenditures for fire 
and police protection, means of communication, etc., can be attributed to business. 
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The corporate income tax fluctuates widely with the business cycle while a cost- 
factor tax is more stable. This confirms the suitability of the former tax as a federal 
levy because the federal government can meet a deficit more easily in depressions 
than can states and local governments. 

The corporate income tax, it can be concluded, has a definite place in the system 
of business taxation. The present need for government revenue surpasses economic, 
administrative and political limits set by the practicability of collecting taxes from 
individuals. Therefore, taxes on business are a fiscal necessity. Taxes on business 
are justified also by the benefit principle because government services today form an 
essential factor of production. Compared with other business taxes, the corporate 
income tax may not be the closest possible approximation to the benefit principle, 
since government services are rendered to profitable and non-profitable businesses 
alike. From this point of view business taxes levied on some other basis than profits 
may appear preferable. But it must not be forgotten that the benefit principle is 
not the only standard for evaluating taxes. From the point of view of the ability- 
to-pay principle the corporate income tax is certainly inferior to the individual 
income tax but it corresponds more to this principle than do other business taxes. 

Cost-factor taxes on business are either shifted forward and become a burden on 
consumers or shifted backward and lead primarily to wages lower than would exist 
otherwise. In so far they are regressive taxes. This process of shifting creates fric- 
tions, especially in periods of depressed business conditions. Corporate income taxes, 
on the other hand, tend to curtail dividend distribution or else to lower the equity 
value of stockholdings. But in the short run, at least, they do not cause changes in 
the price-cost structure.'7 Since most stocks are held by people of the wealthier 
classes, it can be assumed that this tax, besides corresponding, although crudely, 
to the benefit principle does satisfy the ability-to-pay principle better than do other 
business taxes.18 Yet from neither aspect is it an “ideal” tax, and it is justified only 
as a supplement to business-cost taxes, on the one hand, and to individual income 
taxes, on the other. 


III. Corrorate INcome Taxes SuPPLEMENTING INDIVIDUAL INcoME TAXES 


Corporate income taxes have often been used as an administrative device for 
collecting individual income taxes at the source and as such allowed as a tax credit 
or rebate in the individual income tax returns. If the tax exempt limits are low, 
as, for instance, in Great Britain and Germany, and if stockholdings of people in 
the lower income brackets are infrequent, the administrative advantages of collection 
at the source are probably greater than the costs and trouble involved in rebating. 
If, however, the tax exempt limit is relatively high and stockholdings widely dis- 


17Tt is not intended to discuss here the problems of shifting and incidence of corporate income taxes. 
A detailed analysis probably would result in a slight qualification of the statement in the text, which 
may be accepted, nevertheless, as a rule of thumb. 

78 A graduated corporate income tax could be defended on this ground only if it could be shown 
that in general wealthier people tend to invest in larger corporations. No evidence exists to prove such a 
tendency. 
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tributed, as is the case in the United States, then this method is less advantageous. 
A second limitation is the fact that this method is primarily applicable to a flat rate 
income tax and is not easily adaptable for collecting progressive individual income 
taxes at the source. 

Taxation at the source may function in two ways. In Germany it is a method of 
tax collection and no more. The tax is deducted from dividend and interest dis- 
tributions to individuals. In Great Britain (as also in earlier years in the United 
States) corporations pay the tax on all their profits and the individual stockholders 
receive tax credit on their dividend income. This latter method results not merely 
in easier collection of individual income taxes but in addition it amounts to a tax 
on undistributed profits of at present 35% in Great Britain. Such an approach 
therefore seems to solve one of the greatest problems of individual income taxation. 
If a stockholder owns stock in a corporation which distributes only a part of its 
profits, the equity value of the stock increases. This accretion of “economic power” 
is not taxed unless the income tax law provides for a capital gains tax and the 
stockholder realizes the gain by selling his stock. The British method solves this 
problem as far as the normal tax is concerned but not with respect to the progressive 
surtaxes. 

An undistributed profits tax was introduced in the Federal Revenue Act of 1936. 
This tax met enormous resistance; it was refined but at the same time emasculated 
in the Revenue Act of 1938 and repealed in the 1939 Act: Yet the repeal does not 
mean that the problem is settled. It is significant that the Committee of the National 
Tax Association stated, “By its action in 1939 allowing the undistributed profits tax 
to lapse, Congress merely retreated from this problem without solving it.”1® Undis- 
tributed profits of corporations constitute a significant element in the base of the 
personal income tax because, in the fundamental economic sense, they are savings, 
and savings from a part of the concept of taxable income that appeals to the con- 
science of the American people as the best measure of relative ability-to-pay taxes. ... 
Fundamentally . . . the savings of a corporation are the savings of the individuals 
who own the corporation. If savings in general are taxed as income, there should 
be no exemption of the savings of certain individuals whose investments take the 
legal form of shares in corporations that do not distribute their earnings promptly 
and completely. . ..'To exempt them would not only be grossly unfair to those using 
other forms of saving but would also provide a broad avenue for evasion. . . .”?° 
“Otherwise this particular form of saving is unjustly subsidized as compared with 
other forms of saving. . . .”*1 The minority of the Committee did not deny these 
fundamental statements but preferred a solution similar to the British method of 
taxing undistributed profits. “These members of the Committee recognize that the 
failure to bring all corporate earnings to account for personal income tax involves 
favorable treatment for corporate savings but are not disturbed by this fact.”?? The 


2° FinaL REPORT, 49. aid. at-O. 
*1 Td. at 10. *3 7d. at 29. 
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undistributed profits tax has been called a “penalty” tax on corporations. There 
is no justification for this expression. The failure to tax undistributed profits is a 
premium upon or a subsidy to one specific type of savings which is not granted 
to other types.?? Such a premium cannot be defended on the ground of equity in 
taxation but must be examined as to whether or not it is warranted by reasons of 
economic policy.?* 

The Committee reviewed the various existing devices for taxing undistributed 
profits. The majority did not regard the special tax on “improper accumulations” 
of profits?® as a solution of the problem because a stockholder pays no tax on un- 
distributed profits no matter what the reason for the corporation’s ‘retaining the 
profit. An unfortunate feature of the undistributed profits tax of 1936 was that it 
confused two problems which are not essentially interrelated, namely the actual 
cash disbursement of profits, and second, the problem of imposing a tax equivalent 
to the individual income taxes on undistributed profits. The majority of the com- 
mittee preferred tax devices which would affect the actual cash dispositions of 
corporations as little as possible. Such devices are— 

1. Taxation of corporations on the same basis as partnerships. The majority of 
the committee was of the opinion that this method might necessitate a constitutional 
amendment and is essentially applicable only to corporations of which the stocks 
are not widely dispersed. 

2. Imposition of a prohibitive tax to compel full distribution of profits. The 
majority recommended this method only if distribution in other forms than cash 
(treasury stock, stock dividends) is legally possible, #.c., if stock dividends are taxable 
as individual income. 

3. Employment of information certificates of non-distributed earnings on which 
the individual stockholder will be taxed in his own income tax returns. This method, 
too, might meet legal obstacles and technical difficulties in the case of corporations 
with complicated financial structures. A similar but optional device is the consent 
dividend of the Revenue Act of 1938.7¢ 

In case these methods should not be possible the majority recommended a com- 
pensatory tax on undistributed profits imposed directly on the corporation. This tax 
should produce approximately the same yield as would taxation of all profits in the 
hand of the individual stockholders. Although such a tax would lead to greater 
equality than exists without it, and although it would safeguard the aggregate yield 
to the Treasury, it “will work an injustice to the poor shareholder and grant a sub- 
sidy to the rich shareholder. However, the inequities involved are much less im- 
portant than the inequities that exist in a situation in which the distribution of 
corporate savings is not enforced and no compensatory tax is levied.”?* 

‘ = It is significant that this fact is acknowledged by the majority of the committee as well as by the 
minority. 


** See part IV, infra, p. 288. 25 Int. Rev. Cope §102. 
8° Id. §28. *7FinaL REporT, 28. 
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All members of the majority recommended some combination of these various 
methods. There was a difference in opinion with respect to the legal and technical 
difficulties implied in the various methods and therefore the preference for the 
respective methods varied. One member suggested the desirability of federal incor- 
poration and the establishment of two distinct types of corporations. The first type 
would be limited to the resources of local financing and taxed by the partnership 
method. The second type would have the privilege of utilizing the national capital 
market and would be subject to an undistributed profits tax as well as to a corporate 
privilege tax, which would be higher than the one on corporations limited to local 
financing and subject to the partnership method of taxation. Business would have 
the option of selecting whichever type of corporate charter best fitted the nature and 
scope of the business, but the type of charter chosen would determine the tax method 
to be applied.?® An undistributed profits tax would therefore be applied only to 
corporations which have easy access to the capital market. If the tax should lead 
to increased cash distribution it would not affect the smaller corporations for which 
the 1936 Act probably created a special hardship. 


IV. Corrorate Income Taxes AS A TECHNIQUE OF Economic ConTROL 


The greatest differences in opinion arise with respect to the use of corporate 
income taxes as a means of economic control. Within the space available only a 
brief survey of the conflicting theories on this problem can be presented. 

There are first those who still stick to the classical principle of the “neutrality” 
of taxation. According to this view taxes should influence economic processes as 
little as possible. But as the level of tax rates rises it becomes more and more obvious 
that there are no neutral taxes, if there ever were. If taxes inevitably affect the 
economic process, then it becomes desirable to direct tax policy in such fashion 
that its economic effects accord with the objectives of rational policy. The principle 
of neutrality of taxation is being transformed into the principle of consistency. 

Corporate income taxes influence the organization of business in several ways. In 
the past there was a prevalent tax advantage for corporations as against partnerships 
or individual proprietorships (because of the absence of a tax on undistributed 
profits). As mentioned before, a high rate of corporate taxes may outweigh this 
advantage and act as an incentive to transform corporations into partnerships. The 
corporate tax has been successfully used to this end in Germany. 

Tax considerations play a big role, furthermore, in deciding the structure of 
corporations. Intercorporate stockholdings have been used as a means for controlling 
corporations without necessarily involving full financial responsibility for the con- 
trolled corporations. Consolidated balance sheets and tax exemption for intercor- 
porate dividends permit free use of this device. Full taxation of intercorporate 
dividends at high rates would lead to the dissolution of some of such affiliations, 
and the transformation of others into outright mergers. This, likewise, is a question 


*8 7d. at 28, n. 40, 2d par. 
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transcending the fiscal aspect and necessitating a very important decision in the 
field of economic policy.”® 

Corporate income taxes have been recommended as a means of monopoly control 
and of windfall taxation. If corporate profits taxes are progressive with respect to 
the profitability of the invested capital, they will absorb at least a part of the profits 
resulting from imperfect competition.®° 

In discussing the problem of undistributed profits it has already been stated that 
high individual income taxes encourage the flow of savings into stocks as long as 
undistributed profits remain tax exempt. A premium on this form of saving may 
be defended as desirable as long as that tax system in other respects favors invest- 
ment in bonds rather than stocks. It would be more logical, however, to recommend 
that the premiums for investment in bonds (for example, tax exemption of govern- 
ment securities) should be removed. 

Corporate income taxes have a substantial influence on business financing. Since 
interest payments can be deducted as costs it is advantageous to finance corporations 
by bonds rather than by the issue of stock. In a few foreign countries profits before 
deduction of interest are used as a basis for corporate taxation in order to impose 
an equal burden on corporations financed by bonds and those financed by equity. 
In some states (for instance, Pennsylvania) a compensatory tax on obligations is 
levied. 

The undistributed profits tax of 1936 was introduced mainly with the intention 
of bringing about more equal individual income taxation. Arguments of economic 
policy were suggested in addition. It was said, for instance: (a) that the distribution 
of funds through the hands of stockholders and the institutions of the capital market 
assures a more rational use of the available capital supply than does the retention 
of profits; (b) that the control of corporate financing by institutions like the Securi- 
ties and Exchange Commission could be made more effective if a greater percentage 
of financing were done through capital issues rather than through self-financing; 
(c) that undistributed profits were often used for investment in stocks of other 
corporations and thereby enhanced the concentration of economic power,*? assuming 
that the same investment in the stock of other corporations would not have been 
made had the transaction had to be financed by a capital issue; and (d) that distribu- 
tion of profits as dividends would increase consumption because a certain percentage 
of dividends received would not be reinvested. This latter argument was proposed 
by those who saw in oversaving one of the fundamental maladjustments of the 
modern economy.®? 

I personally believe that much truth lies in the theory of oversaving. Yet the 
enforcement of enlarged distributions in the winter of 1936 occurred at a time when 


*°T do not deal with this important problem because a special article in this symposium will be 
devoted to it. See Miller, The Taxation of Intercompany Income, infra p. 301. 

®° Cf. Buehler, The Taxation of Corporate Excess Profits in Peace and War Times, infra, at p. 299. 

*2 See the President’s message to Congress, April 29, 1938, 83 Conc. Rec. 5995 (1938). 

®2In the Dutch corporate income tax retained profits are left tax exempt in order to stimulate 
capital accumulation. 
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this policy probably had an undesirable effect.8* An incentive for increased cash 
distribution should be handled with care, to preserve its flexibility. Taxation of 
undistributed profits as recommended by the Committee would not necessarily force 
distribution of cash dividends. If an incentive to increase the cash distribution is 
held desirable for economic reasons a tax premium for cash distribution (as dis- 
tinguished from distribution of information certificates, stock dividends or other 
non-cash forms) could be provided within such a system of taxation. If the premium 
were suspended in an economic situation in which retention of corporate profits 
appeared desirable, the taxation of undistributed profits would not thereby be 
eliminated. 

The excess profits tax has also been recommended as a means of dispersing a part 
of profits which might otherwise be accumulated as idle reserves. This argument 
has special validity in a situation in which corporations enjoying extraordinary 
favorable market conditions make high profits (for instance, war profits), despite 
generally uncertain business conditions which are not very encouraging for new 
investments. 

Idle funds may result not only from retained profits but also—and probably 
to a larger extent—from depreciation charges not used for actual repairs and replace- 
ments. It might be worth while to investigate whether a tax premium for actual 
replacements as distinct from depreciation would be at all feasible. 

It has been often suggested that a tax incentive be introduced for corporations 
which increase employment.** In pre-Hitler Germany an experiment of this sort 
was carried out by Chancellor von Papen. This plan failed.*® In general it can be 
assumed that the great burden of overhead costs in itself acts as a forceful incentive 
for full employment. If corporations nevertheless dismiss workers and leave factories 
idle, it is due to adverse market conditions which are beyond the control of indi- 
vidual enterprises. It seems very doubtful that their policy can be changed by adding 
a penalty in the form of a tax credit to the automatic punishment imposed on idle- 
ness by overhead costs. It seems a more effective recovery device to absorb idle funds 
by government taxes or government borrowing and convert them into active pur- 
chasing power through government outlays. 

With these considerations of incentive taxation, however, we enter the realm of 
the most controversial issues. So far little experience is available for weighing the 
various proposals made in this field. A combination of willingness to explore the 
possibilities and of enough scepticism to preserve us from expecting incentive tax- 
ation to be a panacea probably is the appropriate attitude with respect to this problem. 


*8 See Colm and Lehmann, Economic Consequences of Recent American Tax Policy (1937) 4 SoctaL 
ReEsEarcH, Supp. I. 

*4 See, for instance, HazeLett, INcentIve Taxation, A Kry To Security (3d ed., 1939). 

*© See Colm, Why the Papen Plan Failed (1934) 1 Sociat ResEarcn, reprinted in Survey of Ex- 
periences in Profit Sharing and Possibilities of Incentive Taxation, Report of the Subcommittee on Finance, 
U. S. Senate, pursuant S. Res. 215, SEN. Rep. 610, 76th Cong., 1st Sess. (1939) 276, ff. 
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THE TAXATION OF CORPORATE EXCESS PROFITS 
IN PEACE AND WAR TIMES 


Atrrep G. BuEHLER* 


Excess profits taxation has been a subject of active discussion since it rose to 
prominence during the World War. After this form of taxation proved to be spec- 
tacularly productive of revenue as a war measure, interest turned to it as a potential 
peace time tax. The difficulties inherent in the administration of excess profits 
taxation and its heavy burdens on industry at high rates caused its general abandon- 
ment after the war, however, and only a few governments, notably the United States, 
Japan, and the Irish Free State, have employed it consistently in times of peace. In 
the United States thought has recently been devoted to the possible development of 
the excess profits tax as a permanent revenue of importance, although many critics 
of the tax believe it should be imposed, if at all, only in times of war. With the 
advent of war again in Europe, a number of bills have been introduced in Congress 
which would take all profit out of war, or would very largely confiscate war-time 
profits by taxation. Some would go so far as to have all munitions manufactured by 
the government. 

Congress has, indeed, under the Vinson Act of 1934, endeavored to restrict the 
profits in contracts for the construction of naval vessels, aircraft, and parts for domes- 
tic use involving more than $10,000 to 10% of the sum involved, with the require- 
ment that profits in excess of that percentage shall be taken by the government. 
Senator Nye has suggested that the rates of all the federal income taxes should be 
doubled during a war. Senator Bone would levy a tax at a rate of 100° on corpora- 
tion profits in excess of 6°/ during war times. Various other tax proposals have been 
introduced in Congress which would be inaugurated as measures of war finance, 
with the purpose of obtaining revenues from the profits arising during a war boom 
and also limiting such profits. 

Much of the recent thought on the excess profits tax, however, has arisen from 
its consideration as an ordinary peace time revenue. The economists of the Twentieth 
Century Fund, in their study of the American tax system, have recommended the 
repeal of the present makeshift excess profits tax and the substitution for it of a 
moderate rate tax which would be extended cautiously over a period of years while 

*A.B., 1922, Heidelberg College; A.M., 1923, Ph.D., 1930, Yale University. Associate Professor of 


Public Finance, University of Pennsylvania. Author of GENERAL Sates TaxaTIoN (1932); PuBLic FINANCE 
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the government gathered experience in its administration.’ A similar proposal has 
been advanced by a committee of the National Tax Association.? Various arguments 
have been presented in defense of the excess profits tax as a normal revenue. It is 
advocated as a measure which would recognize the so-called ability to pay of cor- 
porations more adequately than other profits taxes, as a device to strike at monopolies 
and regain for society their abnormal profits, as a supplement to price-fixing legis- 
lation, and as a stabilizer of business conditions which would tend to check runaway 
booms and prevent depressions. 

Quite recently England, Canada, France, and Germany have again resorted to 
excess profits taxes, primarily as sources of war revenues. The excess profits tax has 
thus become a current issue and it is pertinent to inquire with what success it was 
collected at the time of the World War and thereafter and what promises it may offer 
as a source of revenue during the days of peace as well as the crises of war financing. 


Excess Prorits Taxes Durtinc War 


The excess profits taxes during the World War originated as taxes upon the profits 
of munitions makers and vendors. Then all profits arising from the war directly were 
taxed. Finally, the excess profits of business in general, whether they were directly 
or indirectly the by-product of the war, were taxed. That is, the taxes on profits 
obtained from munitions suggested the taxes on war profits, and, in a short time, 
the taxes on excess profits. This evolution occurred rather spontaneously among the 
leading nations as they learned from their mutual experience, and excess profits 
taxes appeared among the neutrals as well as among the belligerents. 

In England the excess profits tax of 1915 was preceded by the munitions profits 
tax, which limited these profits to 20% of the average profit of the two preceding 
years.> In the United States the War Revenue Act of 1916 levied a tax at a rate of 
12.5% upon the profits of munitions manufacturers. The following year Congress 
imposed a general war profits tax, at rates graduated from 20 to 60%, on all of the 
profits of corporate and noncorporate enterprise in excess of a return of 8% of the 
invested capital, and then replaced this tax with an excess profits tax. In 1918 the 
excess profits tax was limited to corporations and consolidated with the war profits 
tax, and the tax rates were graduated up to 80%. Corporations were obliged to pay 
either the war profits or the excess profits tax, whichever was the larger. Under the 
1918 law an exemption of $3,000 in profits was allowed. For the excess profits tax a 
rate of return of 8% was allowed as normal, and for the war profits tax, 10%. After 
the war the rate of the excess profits tax was dropped to 40%. In 1921 the tax was 
repealed. 

The English excess profits tax of 1915 was collected at a rate of 50% of the profits 
exceeding by more than £200 the prewar profits. In 1916 the tax rate was raised to 
60% and in 1917 it was further advanced to 80%. After the war, in 1919, the tax rate 


2 SHoup AND OTHERS, FacING THE Tax ProBLEM (1937) 491-494. 
® Report of the Committee on Federal Taxation of Corporations, Nat. Tax Ass’N, PROCEEDINGS, 1939. 
® For an account and an analysis of the English’ excess. profits tax, see Haig and Holmes, The Taxation 


of Excess Profits in Great Britain (1920) 10 Am. Econ. Rev., Supp. 
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was lowered to 40%. In 1920 it was returned to 60%. In 1921 the tax expired. As a 
basis for calculating the standard prewar profits the taxpayer ordinarily averaged the 
profits of any two of the last three years before the war. Where the prewar profits 
were abnormally depressed, the taxpayer could select the average of any four of the 
last six years preceding the war. 

The American method of determining excess profits taxation was essentially that 
of valuing capital investments in order to ascertain the existence of a rate of profits 
in excess of what was arbitrarily set as a normal rate of return. Under the British 
plan excess profits were essentially the profits in excess of the prewar profits, rather 
than the rate of the prewar profits. England offered an alternative, however, of a 
tax to be related to the rate of the return on the investment if this woald lower the 
tax on the total amount of excess profits. Under the 1917 law the taxpayer was 
allowed to employ a return of 6%, if he were incorporated, and 8% if he were not 
incorporated, in those cases where prewar profits were unusually low. 


REVENUES FROM War TAxeEs 


The war-time excess profits taxes were notably productive of revenues. In the 
United States the excess profits tax became the source of more revenue than any 
other tax, and in 1918 provided over $2,500,000,000, in conjunction with the war 
profits tax. After the war the receipts declined, as Table 1 indicates.* 


TABLE I 
American War and Excess Profits Tax Receipts 
Be i5:5 549 5S G asian oss he ces be RAR ee ASEM EAS Rae eS $1,638,000,000 
11) CAN So Cie ee Rinse HA Grr de ech OEIC OOM nes Aare 2,505,000,000 
ESE ie veh Peak aly Ee + eke aa eee Ve a ea ce ane 1,431,000,000 
oN BW ic bs 0s hay AWA 3h EASED ED AE a a ia NG eae ais 988,000,000 
By ees ay ante scx 0ibs Shae Re pace dase a a ke ee ee 335,000,000 


In Great Britain the excess profits tax also supplied amazingly large revenues. In 
1918-1919 the collections from this tax exceeded the receipts from any other tax. In 
the next year a maximum of £289,000,000 was obtained from the excess profits tax, 


as shown in Table 2.5 


TABLE 2 
British Excess Profits Tax Revenues 
as LSA e Cd. gs kM We R CERI Cog or ORES Ae Cee as £ 188,000 
ILS 55K SASH SA eeu ee wR ASO REA LESS ERO Rend SONA ee 141,615,000 
SS LORS Hanis ka Ra obs SE WR Ean ead RI RES 223,116,000 
I arc niase hie haga Ab emia ik wees Ae igh ERE a ek ah A at eete oy Aa 283,977,000 
NOSE RAIN roe hn eae ois s,s # hetnee exera aro uate ne area Meenas Sakae 289,208,000 
tT OLSON i oui kis wan dicted thw HERRON PEN OLS ie nb OT 218,099,000 
Ns 0555 9h CA NE a be SOU METRO kG tN Ri DRL eke oc ERS t 29,671,000 


* Hearings before the Senate Finance Committee on the Revenue Act of 1935, 74th Cong., 1st Sess. 


(1935) 22. 
5 Report of the Committee on National Debt and Taxation, Cmd., 2800 (1927) 73. 
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Rote oF Excess Prorits Tax IN War Times 


The World War experience with excess profits taxation in many countries demon- 
strates the tremendous receipts which may be obtained from the revenue during 
periods of war prosperity and inflation. The taxes arose in response to the demand 
to take over for the government a large part of the profits which resulted directly or 
indirectly from the war. During the crisis when man power was conscripted for the 
war it was quite universally agreed that capital would also be drafted and profiteering 
should be limited by price controls and by taxation. The American and British 
excess profits taxes were cheerfully paid during the war, for the most part, and 
evasion and avoidance tended to be limited by the desire to help the government win 
the war with patriotic support. 

When the war ceased, the excess profits taxes, which had previously been such 
promising revenues, rapidly disintegrated. In the depression that followed the war 
profits declined and tax payments slumped. The excess profits taxes had been re- 
garded as emergency taxes which would expire at the close of the war, and their high 
rates, inequalities in burdens, and administrative complications contributed to their 
downfall. Once the war was over the game of beating the government by tax evasion 
and avoidance began in earnest on a rather large scale. In both England and the 
United States the excess profits taxes were found to encourage wasteful and otherwise 
questionable expenditures by the taxpayers in their efforts to spend their profits 
rather than be taxed upon them. Excessive capitalization occurred as profits were 
plowed back into enterprises in order to increase the capitalization and reduce the 
rate of return compared with the investment. 

In the United States business enterprises united in vigorous condemnation of the 
continuance of the excess profits tax, which also lost its revenue potency as profits 
were transformed into losses during the postwar deflation. Many persons blamed 
the excess profits tax for the high prices which prevailed during the war, although 
the tax, as a general proposition, was apparently not shifted to consumers but was 
paid out of the surpluses which arose during the war boom. When the excess profits 
tax was adopted Secretary of the Treasury McAdoo praised it as a revenue device. 
After the tax had been in operation for a few years the succeeding Secretaries of the 
Treasury joined the other critics of the tax, which was said to be highly complex in 
its administration, a factor operating against conservative financial management 
because of its encouragement of overcapitalization, a tax with highly unequal bur- 
dens, and, in general, a tax with unhealthful effects upon business enterprise.® 

Because of its unpopularity the excess profits tax was abandoned in country after 
country, in spite of the efforts of many persons to have the tax revamped for use as a 
peace-time revenue. Much of the ill will which was directed against the excess profits 
tax after the war undoubtedly was an expression of opposition to its high rates, which 
were suddenly imposed upon the business community and were felt to be highly 


® See SEc’y OF THE TREAS., ANN. REPorT 1918, pp. 46-47; id., 1919, pp. 23-24; éd., 1920, pp. 32, 38-293 
id., 1921, pp. 9, 21. 
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restrictive after the cessation of hostilities. Governments were willing to relinquish 
their war profits taxes because of their unpopularity, theit administrative com- 
plexities, and their declining revenues. The claims for refunds after the war, when 
losses were heavy, also acted to convince governments that a revenue which may 
be very productive during war prosperity may be a disappointment during the 
postwar depression. 

The excess profits tax has generally been commended as a tax which is warranted 
in war times because of the huge revenues it may provide. Those who have con- 
demned it as a peace tax have commonly conceded its propriety as a temporary ex- 
pedient in war time, when its administrative difficulties and its inequalities and 
undesirable effects are of secondary importance. During the World War the tax 
was collected without seriously disturbing national economic organizations, and it 
may apparently be carried during war and similar booms without grave effects upon 
business enterprise. It is therefore not to be marveled at that the excess profits tax 
has been revived during the present European war. In this war it may again be the 
source of large tax revenues. 

The German law of March 20, 1939 introduced a surtax of 30% on the excess of 
income in 1938 over 1937 in order to reach the profits being obtained in the armament 
and construction industries.” The tax was adopted at a time when Germany was at 
peace, but it must be considered in relation to her military program. The tax was 
also applied to personal incomes in excess of 3,000 marks. Exemptions were granted 
to agriculture and forestry and to individual enterprises where it was considered 
necessary to reinvest profits to finance plant expansion. Immediately numerous 
protests were registered against the heavy burden of the new surtax, and on April 
26, 1939 the tax rate was reduced to 15% and the exemption of incomes was raised 
to include incomes not over 7,200 marks, Taxpayers were also allowed to substitute 
the year 1935 for 1937 as the basis for determining normal income. 

France was not slow in taking action in 1939, even before the outbreak of the 
war with Germany, in limiting the profits which might be obtained from war con- 
tracts. A decree of April 21, 1939 imposed a tax ranging from a rate of 50% on 
profits of from 6 to 10% on government contracts up to a rate of 100% on profits in 
excess of 20%. A decree of September 1, 1939 placed a tax of 25% on profits from 
armaments and other sources in excess of 2% of the capital invested and a tax of 
100% on profits in excess of 8%. 

England also adopted an excess profits tax shortly before she declared war on 
Germany. The law of July 28, 1939 levied an armament profits duty upon concerns 
with profits from armaments in excess of £200,000. This law was soon superseded 
by the law establishing an excess profits tax at a rate of 60% on all business profits, 
corporate and noncorporate, in excess of the standard profits. The earned income of 
individuals and partnerships is exempt, but their profits are taxable. The valuation 
of the capital investment is regulated by rather complex rules. The valuation, in 


™The writer is indebted to the Division of Commercial Laws, U. S. Department of Commerce, for 
data concerning recent foreign excess profits taxes. 
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general, shall not be larger than an amount which would permit a return of 6° on 
the investment. The standard profits may be the profits of a certain year, or they 
may be an average of two years, depending upon the date the business was or- 
ganized. England has also continued her national defense contribution, or a tax of 
5% on corporation profits and 4% on the profits of individual proprietors and part- 
ners. The taxpayer is liable for the excess profits tax or the national defense contribu- 
tion, whichever is the larger. 

The Dominion of Canada may also be mentioned as one of the nations which 
have recently revived the excess profits tax. Under the 1939 law Canada imposed 
a tax increasing from a rate of 10% on the profits of business enterprise in excess of 
5% and not over 10% of the capital invested up to a rate of 60% on the profits in 
excess of 25°% of the investment. The excess profits taxes recently adopted by the 
belligerents in the European war are to be attributed indirectly, if not directly, to it. 
The lessons of the World War have not been forgotten, and a tax which earlier was 
highly productive is again being developed. It seems probable that if the United 
States should become a belligerent in the European or another war some form of 
excess profits taxation would immediately be resorted to, not only to raise revenue 
but also to limit the profits to be made from the conflict. 


Tue Excess Prorirs Tax IN Peace Times 


The discussion thus far has dealt with the excess profits tax as a measure of war 
finance. It has been employed in a number of countries as a peace-time revenue, 
however, including the United States, where the federal government employs a 
so-called excess profits tax as a supplement to the capital stock tax. For a number of 
years Japan has employed an excess profits tax which, as in other countries, is paid 
in addition to the normal profits taxes. In 1937 the tax rates ranged from 4% on 
profits from 10 to 20% of the invested capital up to 20% of the profits in excess of 
30% of the invested capital. In the Irish Free State, as in Japan, the excess profits 
tax has been utilized as a normal revenue. The collections of the tax in the 1930’s 
fluctuated between £120,000 and £240,000. The Irish tax has been a quite minor 
revenue. Excess profits taxes have also been employed by other nations during times 
of peace. Colombia adopted such a tax in 1934 and Mexico in 1939. 

For the American student the federal tax on so-called excess profits is of con- 
siderable interest. It was revived along with the capital stock tax on corporations in 
1933 and, like the capital stock tax, it is collected only from, corporations. Profits are 
deemed to be excessive when the rate of the return on the adjusted declared value 
of the capital stock is in excess of 10%. The tax rates are 6% on the profits over 10 
per cent and not over 15% of the value of the stock and 12% on the profits in excess 
of 15% of the value of the stock. During the World War the capital stock tax 
supplied relatively small revenues in comparison with the highly productive excess 
profits tax, but the situation is now reversed, as Table 3 shows. In 1939 the excess 
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profits tax returned only $27,000,000 while the capital stock tax was the source of 
$127,000,000.8 


TABLE 3 
Revenues from Federal Excess Profits and Capital Stock Taxes 
Year Excess profits tax Capital stock tax 
Det Panga abo e Rane SS aitiaw 6 6 braece sane moe $ 2,630,000 $ 80,168,000 
“OS aah etic ae oN a oa IN a sicaty 6,560,000 91,508,000 
DEERE c thank hits PE vans 1 Se se het ae g AMEE 14,509,000 94,943,000 
Ge Se eee ee ee er re 25,105,000 137,499,000 
RE oho BR sc ity i 5 sin > 5.54 Meas 36,569,000 _ 139,349,000 
ER eer en Seer ee ee Tee 27,056,000 127,203,000 


In the recent revival of excess profits taxation corporations were allowed to set 
any value they wished upon their capital investment, but the original value was to 
remain unchanged except as capital was placed into or taken out of the enterprise. 
The tax was adopted as a precautionary measure to assure the payment of the capital 
stock tax by corporations, which would otherwise be tempted to declare a low value 
for their invested capital in order to reduce their capital stock tax. In case this were 
done, however, the corporation might find itself liable for an excess profits tax, which 
would not have been paid if a higher value had been placed upon the capital stock. 

As new revenue laws were adopted, contrary to the original plan, corporations 
were allowed to readjust the declared value of their capital stock. Under the 1939 
law, in order to allow corporations to reduce their excess profits taxes because of 
inaccurate profit forecasts, they may declare a higher value upon their capital stock 
for 1939 and 1940. For the year ending June 30, 1940 and every third year thereafter, 
corporations may adjust the valuation of their capital stock either upward or down- 
ward. The government found that corporations were unable to forecast profits three 
years ahead, and rather than force them to wait until 1941, as the 1938 law would 
have required, they were permitted to revise their valuation upward in 1939. 

Since only a fraction of our business corporations earn excess profits as a rule, the 
threatened liability of the great majority of corporations for the excess profits tax 
if they avoid their capital stock taxes is only an idle gesture unless their capital 
valuations are highly erroneous. The method of valuation emphasizes estimated net 
earnings and does not give an accurate statement of the amount of capital placed in 
an enterprise and subsequent changes in its value. The government recognizes the 
colossal obstacles which would arise in the attempted valuation of the investments 
of hundreds of thousands of corporations and has not seriously endeavored to obtain 
an accurate valuation of those investments. 

As early as 1936 Treasury officials admitted that “great administrative difficulties” 
are encountered in the endeavor to enforce an excess profits tax effectively.® In 1938 


® Sec’y OF THE TREASURY, ANN. REPORT, 1939, P. 375- 
® See the statements of Commissioner of Internal Revenue Guy T. Helvering and General Counsel 
Herman Oliphant, Hearings before the House Ways and Means Committee on the Revenue Act of 1936, 


74th Cong., 2d Sess. (1936) 24, 606. 
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the then Undersecretary of the Treasury, Mr. Roswell Magill, declared, in speaking 
of the excess profits and capital stock taxes, “These two taxes have little to recom- 
mend them save the assurance of one hundred and fifty to one hundred and seventy- 
five million dollars of revenue. . . . The capital stock tax does not require the actual 
evaluation of the corporation assets nor is the excess profits tax a true tax upon the 
excess of earnings over a reasonable return on the capital invested.”!° The Secretary 
of the Treasury, in 1939, was moved to apply the label of “tax irritants” to the excess 
profits and capital stock taxes. He affirmed, “The taxes are thus not really taxes on 
the value of capital stock or on excessive profits. Their major defect is that they 
operate very erratically. The tax liability they impose depends on the taxpayer’s 
ability to forecast profits for the next three years as well as upon the amount of profits 
actually realized during each of the three years.”"1 


The censuring of the excess profits and capital stock taxes by the Treasury ofh- 
cials has been mild as compared with the less restrained criticism directed against 
them by accountants and business executives. The repeal of both taxes has often 
been urged by accountants. The Committee on Federal Taxation of the American 
Institute of Public Accountants has repeatedly urged the repeal of these taxes because 
they are considered unsound and based upon valuations which are obtained by guess 
work.'? Many economists would undoubtedly agree that the present capital stock 
and excess profits taxes are inequitable in their application and that their only defense 
is that they produce certain minor revenues. Much is to be said for their repeal and 
the use of more equitable taxation to supply the deficiency of revenue which would 
result. 


Tueory oF Excess Prorirs TAXATION 


In an appraisal of the excess profits tax as a revenue it will be desirable to examine 
more critically the theory upon which the tax may rest and a few of the grave prob- 
lems which are encountered in its use. As a war measure the excess profits tax has 
generally been accepted by business enterprise and by economists because of its great 
productivity and in spite of its unequal burdens and administrative complications. 
Active disagreement exists, however, over the role which the tax should play in times 
of peace. 

The ability-to-pay theories of taxation have often been advanced in justification 
of excess profits taxation as a normal revenue. Business enterprises do not, however, 
possess ability to pay taxes in any personal sense and can only be said to have an 
impersonal capacity to pay taxes. All of the owners of a corporation do not have 
equivalent incomes, wealth, and financial obligations. Any tax upon corporation 
profits which reaches all the owners of a business at the same rate cannot be adjusted 


*° Hearings before the House Ways and Means Committee on Revision of Revenue Laws, 1938, 75th 
Cong., 3d Sess. (1938) 105. 
™ Hearings before the House Ways and Means Committee on Revenue Revision, 1939, 76th Cong., Ist 


Sess. (1939) 5-6. 
12 The report of the Committee was printed in (1939) 68 J. of AccOUNTANCY 312. 
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to their various abilities to pay taxes. Economists have therefore looked upon the 
excess profits tax as a business, and not a personal, tax. 

If the rates of return upon business investments could be determined accurately 
and if averages of the rates of return over a period of several years were employed, 
then a tax based upon these averages would, from a number of angles, be more 
equitable than other forms of profits taxation. Such a tax would not be merely an 
excess profits tax, although it would tax the higher profits ratios at higher rates 
than the lower profits ratios. It would be a general business profits tax and should, 
from the economic standpoint, be applied to noncorporate as well as to corporate 
profits. . 
Numerous statistical studies have shown that the rates of return upon business 
investments are highly variable among individual establishments and industries.'* 
Among the successful corporations reporting net income it is generally true that the 
smaller corporations earn a higher rate of return than the larger corporations. It is 
also true that the profits of the smaller successful corporations are more variable 
than the profits of the larger corporations reporting net income. The shorter the 
time period employed for determining excess profits, the more will a tax upon them 
penalize the smaller enterprises and the risky undertakings with highly fluctuating 
earnings. If a long enough period is taken, the development of new enterprises and 
the growth of young businesses will not suffer from tax discrimination. Ideally an 
excess profits tax should be adapted to the particular profit and capital conditions of 
each enterprise because of the great variability in earning capacities which prevails. 

The assumption that high rates of return upon investments are evidence of per- 
sistent monopoly control over prices may be questioned in view of the fact that high 
profit ratios are often found among young and small enterprises which may have 
a high rate of return one year and losses the next. If the excess profits tax is employed 
to reach monopoly profits of an excessive nature, it must be based upon the average 
profits of a period of years if it is not to discourage ventures which may encounter 
losses as readily as profits. The application of an excess profits tax to high monopoly 
profits is one of the most appealing arguments for the use of this tax in times of peace 
as well as in times of war. Where governmental price control is ineffective or im- 
practicable, an excess profits tax might be employed successfully to draw considerable 
revenues from the surplus profits of monopolies. 

The excess profits tax has also been proposed as a vehicle for putting the brakes 
upon business expansion during boom periods which may generate a crisis and 
eventual depression. To be effective as a business stabilizer, an excess profits tax 
would apparently have to be a flexible measure which could be adapted to variable 
business conditions. If improperly employed the tax might unduly check business 
expansion.1* 


*8 An excellent recent analysis of the rates of return on corporate investments will be found in Crum, 


CorPoRATE SIZE AND EaRNING PowER (1939). 
14For further discussion of the use of taxation to stabilize business, see BUEHLER, PuBLic FINANCE 


(2d ed., 1940) 674-680. 
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Tue VaLuaTIon oF Business INVESTMENTS 


Probably the most serious obstacle to the utilization of the excess profits tax as a 
normal peace-time revenue is the administrative problem of defining accurately the 
excess profits of business enterprises. The advantages of an excess profits tax are 
appealing and at first thought it may seem easy to determine the existence of excess 
profits. To avoid the necessity of evaluating business investments an excess profits 
tax may, as has sometimes been done, be based upon the excess of total profits in the 
taxable year over the total profits of a given base year or the average of total profits 
in two or more selected years. It is next to impossible, however, to find a normal year 
or period for this type of excess profits taxation which will not result in grave 
inequalities unless the tax is adjusted by the administration to the particular condi- 
tions of each establishment. Aliowances must be made for capital additions and with- 
drawals, for business expansion and contraction. The total profits, of course, do not 
indicate the rate of profit return. It is highly significant that the present excess 
profits tax of England defines excess profits in relation to the value of the investment 
rather than in terms of prewar or standard total profits. The opinion prevailed in 
England after the World War that considerations of equity require a valuation of 
investments in order that the rates of return upon them may be discovered.1> Econ- 
omists appear to be agreed that it is more logical to employ a tax based upon the 
rate of the return rather than a tax based upon the excess of profits over those in a 
given period. 

The valuation of investments, however, is a colossal undertaking and it is ques- 
tionable if such valuation is reasonably practicable. The valuation of public utilities 
for rate-making and the valuation of property for taxation suggest some of the crucial 
problems which would arise in valuation for excess profits taxation. It is true, of 
course, that the federal income tax administration was still in its infancy at the time 
of the World War and that the experience gained from nearly three decades of 
income tax administration should be very helpful in developing the administration 
of a suitable excess profits tax. 

The present excess profits tax is such a weak substitute for an adequate tax that 
the government would have to start out practically anew if it were to grapple with 
the inherent and baffling problems of this form of taxation. The Treasury has shown 
no eagerness to attempt to administer a real excess profits tax, and has, in fact, dis- 
played a willingness to abandon the present tax as soon as its revenues can be replaced. 
The argument that normal profits do not really exist because profits are essentially 
variable may be met by arbitrarily setting a rate of return which is regarded as 
normal, but the far more difficult problem of valuing business investments cannot 
be waved aside by similar perfunctory action. 


25 Note the discussion of the British excess profits tax in Haig and Holmes, supra note 3, at 164, 173. 














THE TAXATION OF INTERCOMPANY INCOME 


Rosert N. Miier* 


An item of income realized by a corporation may be in the form of dividends, or 
interest, or profit on the sale of an asset, or compensation for services rendered, or 
income in the course of regularly conducted business such as merchandising, or may 
be in some other less usual form such as the income which may arise from the for- 
giveness of a debt. That part of the corporation’s total income which is realized in 
transactions with another corporation (as distinguished from transactions with indi- 
viduals) may in turn come in any one or more of these same forms. 

If dealings between the two corporations are entirely at arm’s length, as we may 
assume to be true when entirely different stockholders control the policies of the 
two corporations, the legislative problem is simpler, because, with the exception of 
dividend income, it is safe to treat intercompany income of a corporation exactly 
like its other income. The main reason for treating dividends in a different way is 
that a dividend is a distinctive type of income—a passing on by a corporation of 
profits which have already been earned by the declaring corporation, and taxed once 
to it. 

A different problem arises when a corporation receives income in a transaction 
with a corporation owned or controlled by substantially the same corporate interest. 
Such transactions are analogous to transactions between husband and wife, or other 
family transactions, in that the parties may not be dealing at arm’s length. Thus if 
a husband sells a tract of land to his wife for $10,000, this leaves us in doubt whether 
the value of the property is necessarily the selling price of $10,000; an element of 
gift one way or the other may be present. So in the case of corporations closely 
related by a common ownership or control, each transaction would have to be sep- 
arately scrutinized, in order to find out whether its terms are real or artificial. 

These peculiarities of the parent-and-subsidiary relationship, together with the 
practice of basing business decisions on consolidated balance sheets and income state- 
ments—well settled even before income taxation became established—have been 
the reasons underlying the practice of requiring or permitting consolidated returns 

*B.S., 1901, Rose Polytechnic Institute; LL.B., 1906, Harvard University. Member, District of Colum- 
bia Bar. Solicitor of Internal Revenue, United States Treasury Department, 1918-1919. Formerly chairman, 
Committee on Federal Taxation, American Bar Association. Author (with Homer Hendricks and Ewing 


Everett) of REORGANIZATIONS AND OTHER EXCHANGES IN FEDERAL INCOME TAXATION (1931); contributor 
_ of articles on taxation. 
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by affiliated groups.’ The two problems just mentioned—those involving the treat- 
ment of intercompany dividends and the treatment of transactions between affiliated 
corporations—are the ones discussed in this paper. 


INTERCOMPANY D1vipENDs 


For taxable years prior to 1935 a corporation was not subjected to income tax with 
reference to dividends received from another domestic corporation. This was true 
whether the receiving corporation owned merely a small proportion of the stock of 
the declaring corporation or a large proportion. The underlying thought was that 
in such a case it is enough that an income tax shall be levied at two points—on the 
corporation that earns the income in the year when it is earned and on the ultimate 
individual stockholder when he receives the dividend. Indeed, for many years the 
individual stockholder was not required to pay any normal taxes on dividends, on 
the theory that one normal tax was enough. 

In 1935 the Treasury recommended to Congress that the then existing law, which 
was worded so that a corporation receiving dividends was required to report them 
as a part of gross income and was allowed a deduction in the full amount of the 
dividends, be changed so that a deduction of only 85°{ of the dividends be allowed. 
The Act? as passed allowed a deduction of 90%, so that 10%% remained for taxation, 
unless eliminated by other deductions. The Treasury’s statement indicated that one 
purpose of doing away with the 100°%% deduction was to protect the graduated cor- 
poration income tax, so as to avoid any temptation for large corporations to compli- 
cate their structures for tax purposes by organizing a series of operating subsidiaries, 
but that a more important purpose was that of “encouraging the simplification of 
corporate structures.” The present Attorney General, Robert H. Jackson, then 
Assistant General Counsel of the Treasury, made the statement in presenting the 


Treasury view:* 


“Intercorporate dividends are largely unnecessary transfers brought about and multi- 
plied by complex corporate structures.” 


This statement, as to the soundness of which there may be different opinions, is 
characteristic of a period in the history of income tax legislation—a period perhaps 
not yet over—when revenue purposes are at various points subordinated to purposes 
of general reform. The beginnings go back at least to 1916, when the proposal had 
been unsuccessfully made that intercompany dividends should be taxed to their 


* An affiliated group of corporations is one in which the constituent corporations are connected by 
ownership of at least 95% of stock; no foreign corporation is included in an “affiliated group” unless it 
is one which comes within a specific provision in §141(h), Internal Revenue Code, in being a foreign 
corporation organized under the laws of a contiguous foreign country to comply with the laws of such 
country, 100% of the capital stock (exclusive of qualifying shares) being owned or controlled by a 
domestic corporation, or unless it is a Pan-American Trade Corporation, as defined in §152, Internal 
Revenue Code, as amended. 

* Revenue Act of 1935, §102(h), 49 Stat. 1014, 1018. 

® Hearings before the Senate Finance Committee on the Revenue Act of 1935, 74th Cong., 1st Sess. 


(1935) 226. 
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entire extent for the discouragement of holding companies, and.-at intervals the same 
issue has arisen. 

When the Ways and Means Committee reported* to the House the Revenue Bill 
of 1936, it provided that dividends received by a corporation be included in income 
without any deduction provision such as has been described. It is to be noted that 
this proposal was a part of a plan to substitute an undistributed profits tax for all 
existing corporate income taxes—a plan whose main purpose was not primarily to 
get revenue but to force accumulated corporate earnings into the hands of individual 
stockholders and so promote spending. 

The Senate modified the undistributed profits tax as proposed by-the House, 
retaining some of the elements of the then existing corporate taxes. The Act® as 
passed, after changes in conference, allowed a credit against net income (instead of 
a deduction from gross income) equal to 85% of the dividends received. In 1938, the 
law® was modified to provide for a credit of 85% of intercompany dividends, provided 
the credit did not exceed 85% of the “adjusted net income.” This provision is now 
included in the Internal Revenue Code. 

As will be evident, our present laws, in dealing with this question, are not wholly 
consistent with either of the two general theories of corporate income taxation. One 
theory emphasizes the concept of a corporation as an entirely separate entity to be 
taxed on all its income just as an individual would be; the other emphasizes the idea 
that business corporations are operated in the last analysis for the benefit of individual 
stockholders, and that where individuals A and B own the stock of Corporation M, 
which in turn owns the stock of Corporation N, taxes imposed on Corporation M 
and Corporation N must, in general, diminish the property-interest of the individual 
stockholders A and B.? 

It is significant that the British income tax continues to be founded largely on the 
latter theory. It designs to tax corporate earnings only once, and this applies no 
matter how many corporations the earnings pass through on their way to the ulti- 
mate stockholder. Each recipient of the dividend, including the individual who 
finally gets it, is relieved from “standard” tax, this relief being based on the fact that 
these earnings were tax-paid at the start; and super-taxes imposed on individuals are 
not imposed on corporations. The initial rate is made high enough to raise the 
needed revenue. 

This method appears to be the best, from the standpoint of the government's in- 
terest.8 In this country we started out in that direction. Our later deviations are due 

“H. R. Rep. No. 2475, 74th Cong., 2d Sess. (1936) 8; 1939—1 (Pt. 2) Cum. Butt. 672. 

® Revenue Act of 1936, §26(b), 49 Star. 1648, 1664. 


® Revenue Act of 1938, §26(b), 52 Stat. 447, 467. 

™ The precise extent to which individual stockholders bear the burden of corporate taxes probably 
varies with conditions which affect the corporation’s ability to pass on a part of the tax burden to 
customers. 

®It has been suggested that intercompany dividends ought not to be taxed less severely than inter- 
company interest where the receiving corporation is not in control of the paying corporation, since both 
represent the fruit of an investment. This overlooks an important tax difference in the two situations, 
namely, that interest represents a sum which has escaped being taxed to the paying corporation (by 
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in large part to an increasing tendency to use the income tax to accomplish non- 
revenue purposes, and to a feeling on the part of politicians that when additional 
revenue must be had, it is politically expedient to make some change in the revenue 
structure, instead of simply raising rates. 

It will be noted that if provision for consolidated returns of affiliated corporations 
should be restored to our taxation system, intercompany dividends within an affiliated 
group would be eliminated from tax consideration along with other intercompany 
transactions, if business practice and the present practice in dealing with affiliated 
returns of railroads are followed. There would still remain a substantial number of 
corporations whose stock holdings in other corporations, while not amounting to a 
95% interest, do not constitute mere investment holdings. To give one instance, 
manufacturing corporations sometimes find it useful to acquire stock in customer 
corporations; such holdings would be for purposes connected with the furtherance 
of the business, as distinguished from investment, and it would seem undesirable to 
tax any dividends received in that relationship as severely as might be tolerable in 
cases where stock holdings are pure investments. 

Future legislation regarding the taxation of dividends to corporate recipients 
seems likely to feel its way from year to year. It seems unlikely that any law will be 
passed more favorable than the present law to dividends received by corporations. 
On the other hand, more severe legislation may not be passed; those who believe in 
using the income tax as a regulating agency are likely to feel the need of encourag- 
ing investors to increase the capital available for business enterprises by buying cor- 
porate stocks, and they may also realize that the tax on dividends tends to nullify 
efforts which have been made to force corporations to distribute their earnings. 

Furthermore, since dividends are already-taxed earnings in transit from the earn- 
ing corporation to the ultimate stockholder, we may expect increasing recognition 
that to tax dividends to the recipient involves double or multiple taxation, in a system 
which in general aims at taxing each earning only once. The workability of 
income tax laws depends very largely on the cooperation of taxpayers, and the best 
way to maintain this is to make sure that the tax laws are respected as sensible and 
reasonable. The nearer we come to a consistent policy of taxing corporate earnings 
only once, the more smoothly working and the more productive, in the long run, is 


our revenue system likely to be. 


ConsoLipaTeD RETURNS 


For taxable years before 1917, corporations had to file separate income tax returns, 
no matter how close their relation to other corporations. No provision for the con- 
solidation of the returns of affiliated corporations appeared in the Revenue Act of 
1917, but the Bureau of Internal Revenue made regulations® permitting such returns, 


reason of an interest deduction which is allowed in calculating the net income of that corporation), 
whereas there is no such deduction for dividends paid; if dividends are treated as income to recipients, 
there is double or multiple taxation. 

°U. S. Treas. Reg. 41 (1918) Arts. 77, 78. 
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and these regulations were later validated by a retroactive provision of law in the 
1g21 Act.’® Invested capital as well as income was material under the 1917 law, and 
fantastic results would have been reached in income tax and excess profits tax if 
corporations which were really affiliated had been treated as wholly separate. 

For the years 1917 to 1920, consolidated returns were required from affiliated cor- 
porations. From 1921 to 1933, inclusive, the provisions permitted such returns, but 
did not require them. 

The Revenue Act of 1928, enacted during this period, contained provisions!1— 
outlined later in this paper—which for 1929 and subsequent years made a great 
improvement in the administrability of the law. 

During the period of thirteen years ending with 1933, when the choice whether 
or not to file consolidated returns lay with the taxpayer, the government was protected 
from suffering any prejudice because of an even broader power which the Commis- 
sioner had with reference to the consolidation of the accounts of different taxpayers 
whatever type of return they might file.? Thus the Commissioner had the power— 
and still has—in any case of two or more organizations (whether or not incorporated 
and whether or not affiliated) controlled directly or indirectly by the same interests, 
to apportion or allocate gross income or deductions between or among them, if he 
determines that such action is necessary clearly to reflect the income. Since the 
Revenue Act of 1928 he has also had the power to do this in such cases in order to 
prevent evasion of taxes. The Commissioner has exercised these powers in a great 
variety of cases, including those where, by reason of common ownership, there ap- 
peared to be an abnormal distribution of income or deductions among several 
businesses. When in 1934 affiliated corporations (except in the case of railroad cor- 
porations'*) lost the privilege of filing consolidated returns, Congress left undis- 
turbed the powers of the Commissioner referred to in this paragraph. 

This trend away from consolidated returns shows which side, so far, has been 
the stronger of the opposing forces which have been engaged in a continuous tug-of- 
war for at least twenty-four years. Pulling at one end of the rope have been those 
who put nearly all the emphasis on establishing and maintaining a stable and highly 
productive revenue system. They have considered that, over any long period, the 
government gains fully as much as the taxpayer through the use of consolidated 
returns, that it is injurious to make temporary changes in the tax law applying to 
periods when losses predominate over gains, and that general social and regulatory 
aims should be ignored in drafting the income tax laws—not necessarily all tax laws 
—unless it is clear that they can be served without impairing the productivity of the 
law. Pulling the other way have been those who have been deeply interested in 
regulating holding companies and in forcing the simplification of complicated cor- 
porate structures, and who assume that the income tax is reliable enough to produce 

2° Revenue Act of 1921, §1331, 42 STAT. 227, 319. 


11 Revenue Act of 1928, §141, 45 STaT. 791, 831. 
12 Revenue Act of 1932, §45, 47 Stat. 169, 186, and corresponding provisions of prior revenue acts. 


18 Revenue Act of 1934, §141, 48 Stat. 680, 720. 
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needed revenue even when used for nonrevenue purposes. On one end, in general, 
have been the Bureau experts and the business men; on the other those who feel 
that there is an almost irreconcilable conflict between the aspirations of the common 
citizen having little or no capital, and the interests of business units of substantial 
size. 

Official statements about this problem have steadily supported the conclusion that 
as a continuous rule of the income taxing system, provision for consolidation of 
returns is in the government’s interest. Thus a report of the Finance Committee of 
the Senate favoring the consolidated returns provisions of the Revenue Act of 1918 
contains the following :1* 

“So far as its immediate effect is concerned consolidation increases the tax in some 
cases and reduces it in other cases, but its general and permanent effect is to prevent 
evasion which cannot be successfully blocked in any other way... . 

“... While the committee is convinced that the consolidated return tends to conserve, 
not to reduce, the revenue, the committee recommends its adoption not primarily because 
it operates to prevent evasion of taxes or because of its effect upon the revenue, but because 
the principle of taxing as a business unit what in reality is a business unit is sound and 
equitable and convenient both to the taxpayer and to the Government.” 


In 1927 the Joint Committee on Internal Revenue Taxation made a special study 
of income tax problems, and recommended?® among other things that the con- 
solidated return as such be discontinued or abandoned, but that the net loss of one 
affiliated corporation, with the written consent of the corporation sustaining it, might 
be offset or charged against the net income of any other corporation or corporations 
with which it was affiliated. The committee did not question the previously recog- 
nized advantages of consolidated returns, and its recommendation was mainly based 
on certain very real difficulties of interpretation and administration, which were 
listed at length in the report. As a result of this recommendation the Ways and 
Means Committee reported’® a bill in which it omitted any provision for consolidated 
returns for the year 1929 or subsequent years, consolidation being permitted for 1927 
and 1928 with the idea of providing a transition period. 

The Finance Committee of the Senate did not agree. It favored the continuance 
of consolidation, and proposed to eliminate the difficulties which had been met with 
in practice by authorizing the Commissioner to make regulations attempting to 
determine, one way or the other, the various disputed points, and by requiring the 
taxpayer, as a condition; to enjoying the privilege of consolidated returns for the year 
1929 or any subsequent year, to assent to the validity of such regulations. The 
Revenue Act of 1928,17 as enacted, embodied these views of the Finance Committee. 
The following excerpts are taken from the report'® of the Finance Committee sub- 
mitted in connection with these amendments. 

*4 Sen. Rep. No. 617, 65th Cong., 3d Sess. (1918) 9; 1939—1 (Pt. 2) Cum. BuLL. 123. 

48 REPORT OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION (1927) 13-14. 

7° H. R. Rep. No. 2, 70th Cong., 1st Sess. (1927) 20-21; 1939—1 (Pt. 2) Cum. BuLL. 397-398. 


27 Revenue Act of 1928, §141, 45 Stat. 791, 831. 
18 Sen. REP. No. 960, 7oth Cong., 1st Sess. (1928) 13-15; 1939—1 (Pt. 2) Cum. BULL. 417-419. 
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“, . . Your committee has considered the matter very carefully and is convinced that 
the elimination of the consolidated returns provision will not produce any increase in 
revenue, will not impose any greater taxes on corporations, and will in all probability 
permit of tax avoidance to such an extent as to decrease revenues. 

“The permission to file consolidated returns by affiliated corporations merely recognizes 
the business entity as distinguished from the legal corporate entity of the business enter- 
prise. Unless the affiliated group as a whole in the conduct of the business enterprise shows 
net profits, the individuals conducting the business have realized no gain. The failure to 
recognize the entire business enterprise means drawing technical legal distinctions, as con- 
trasted with the recognition of actual facts... .” 


Subsequent experience in auditing the years 1929 to 1933, inclusive, showed that 
the 1928 Act satisfactorily eliminated controversy as to practically all the enumerated 
points. 

In 1934, a subcommittee of the Ways and Means Committee recommended, in 
an unpublished report, abolishment of consolidated returns, but the Committee 
itself, on the recommendation of the Treasury,'® favored retention of the then exist- 
ing permissive provisions, coupled with a 2% flat addition to the income tax rate 
when consolidated returns were filed. 

The Finance Committee of the Senate adopted?° this view, but the Senate adopted 
an amendment introduced by the late Senator Borah, eliminating all provision for 
consolidation. In conference, an exception was adopted allowing railroad corpora- 
tions as defined in the bill to file consolidated returns. Only detail changes in this 
part of the law having since been made, the Internal Revenue Code in its present 
form gives the privilege of consolidated returns only to railroad corporations and to 
Pan-American Trade Corporations. 

The following excerpts from speeches in the Senate supporting Senator Borah’s 
amendment show how large a part the speakers’ critical attitude toward holding 
companies and “big business” played in the changes which were then made with 
regard to consolidated returns—changes which affected a very much wider field 
than that merely of holding companies. 

Thus Senator Borah said, among other things:?* 

“Tt seems to me, Mr. President, that above all things tax laws should be fair, they should 
be just to all alike, and that the consolidated returns giving the advantage to these large 
holding companies is a great disadvantage to all independent corporations paying taxes. 

10 «|, the Department believes that the abolition of consolidated returns might well be a backward 
step, which would result in little, if any, additional revenue. On the other hand, there are considerable 
savings to the Treasury, as well as to taxpayers, in the present arrangement. The administration of the 
law is simpler since it conforms to established business practice. The Treasury need deal with only one 
corporation, the parent. On the taxpayer’s side, the requirement of separate returns would cause largely 
increased expense to set up separate sets of books for tax purposes, an undesirable result in itself. The 
present law permits a return in accord with business practice, and gives the Treasury broad powers to 
make the necessary rules and regulations to prevent escape from the tax. In the judgment of the 


Department, the law should not be changed in this particular.” Statement of the Acting Secretary of the 
Treasury Regarding the Preliminary Report of a Subcommittee of the Committee on Ways and Means 
(1933) 13. 
2° Sen. Rep. No. 558, 73d Cong., 2d Sess. (1934) 17-18; 1939—1 (Pt. 2) Cum. BULL. 599-600. 
#198 Conc. Rec. 6463 (1934). 
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It puts the small corporations—the independents—under a handicap which, when added 
to the disadvantage which the small corporations have in other respects, makes it impossible 
for small corporations to continue in business. The result is that day by day and year by 
year the small independent corporations are compelled to accept merger—another word for 
extinction. Why should the Government, through its tax laws, favor the large corpora- 
tions?” 


Senator Couzens referred to “one of the large tire companies,” saying :?* 


“. .. It can open up a branch in California or in Michigan or elsewhere, and may lose 
money from the operation of such branch, but it may make a profit on a branch in Ohio. 
It wipes out its profit in Ohio by charging up the losses in Michigan or California, while 
independent manufacturers or merchants or whatever the organization may be in those 
localities cannot wipe out their profit by charging off losses in some other community. To 
that extent there is a very great disadvantage in the systems of consolidated returns to 
the competitive business situation.” 


Senator Norris, speaking of the holding company, said:?* 


“. .. If it prospers, the burden, in the end, falls upon the people who have to support 
these pyramided companies which are built up in the air and controlled in the end by 
men who own but a very small proportion of the stock. A few men, with a comparatively 
little investment, can control millions of dollars’ worth of property and are doing it now. 
Sometimes they fall by their own weight.” 


adding: 


‘ 


*, .. it has grown to be a mammoth evil in this country, and I think in a great many 
instances has been organized for the very purpose of escaping taxation.” 


To these men, deeply interested in reforming certain phases of American business, 
and not addressing themselves for the moment to the problem of determining what 
provisions of the federal income tax law will produce the best and most continuous 
tax yield over a considerable period of time, the income tax appeared to be the most 
quickly available means of accomplishing the business reforms they sought. The 
fact seems to be, nevertheless, that they were wrong in opposing consolidated returns 
and that their success in eliminating them as a general policy of the law has worked 
against the public interest. However useful in the regulatory field, the change in 
the law was by no means valuable enough to the government to counterbalance the 
serious damage to the revenue system which occurs when taxable income is distorted 
by ignoring parent-and-subsidiary relationships. A government can get along, even 
though methods of private business continue to need reforming, but any govern- 
ment’s safety from moment to moment—and even its existence—depends on the 
effective and continuous working of its revenue system. Taxes on income have so 
far proved splendidly useful, but their success depends on delicately adjusted factors, 
and the best view seems to be that they cannot be relied on for continuous heavy 
duty unless they are drafted and administered for one purpose—revenue. 


92 Td. at 6464. 38 Ibid. 














TAX AVOIDANCE AND THE FEDERAL ESTATE TAX 


Cuar.es L. B. Lownpes* 


The seemingly unrelated provisions of the federal estate tax fall into a coherent 
pattern when they are approached from the point of view of purpose. There are a 
number of ways by which a man may obtain the advantages of a will without 
making a transfer which is technically testamentary. A death tax limited to the 
taxation of testate and intestate succession would be little more than an incentive to 
tax avoidance. Congress, consequently, has surrounded the primary taxes upon testa- 
mentary and intestate succession with a protective periphery of taxes upon transac- 
tions inter vivos, whose common denominator is that they might otherwise be availed 
of to avoid the tax. Paradoxically, perhaps, it is the taxation of these living transfers 
which raises the most perplexing problems under a death tax. 

The most effective way to prevent avoidance of a death tax is to tax all the trans- 
fers which a person makes at the same rates and in the same fashion, regardless of 
whether or not they are testamentary. This rather drastic procedure, which may 
suggest to some the impatient soul who cut off his head to cure a headache, is that 
urged by the advocates of integration of the federal estate and gift taxes.1 So far, 
however, Congress has preferred to proceed along less radical lines by striving to 
ensnare within the provisions of the estate tax only those transfers which seem 
directly designed to operate in lieu of testamentary disposition. 

This is, of course, a technique which calls not only for a fine exercise of legislative 
discrimination, but for close cooperation on the part of the courts. The most skilful 
draftsman cannot define with precision the transfers which may be used to avoid a 
death tax. In many instances the legislature is powerless to do more than formulate 
some general standard and rely upon the courts for its effective realization. Phrases 
like gifts “in contemplation of death,” or transfers “intended to take effect in posses- 
sion or enjoyment at or after death,” are pious expressions of legislative aspiration, 
rather than definite descriptions of particular types of dispositions. 

The history of tax avoidance in connection with the federal estate tax emphasizes 
the inadequacy of legislative power to deal unaided with this problem and the vital 
role of the judiciary. Tax avoidance under the federal estate tax is largely a problem 


* A.B., 1923, Georgetown University; LL.B., 1926, S.J.D., 1931, Harvard University. Member of the 
New York and District of Columbia Bars. Professor of Law, Duke University. Contributor to legal 
periodicals. 

+A statement of the case for integration is presented in Altman’s Integration of the Estate and Gift 
Taxes, infra p. 331. 
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in judicial rather than legislative behavior. A hostile court may not only hamper the 
efforts of Congress to prevent tax avoidance by unsympathetic construction of its 
acts; it may frustrate Congressional plans entirely by declaring them unconstitutional. 
The federal estate tax presents the difficult technical problem of reconciling certain 
conceptions of the law of property, developed against a different social background, 
with the scheme of a modern death tax. This is not in itself a task beyond the 
capacity of constructive legal craftsmanship. It affords, however, a convenient oppor- 
tunity for a court which resents the social implications of the federal estate tax to 
sabotage the tax. The federal estate, gift and income taxes are more than revenue 
measures. To many they appear the articulate expression of an aggressive social 
philosophy looking toward a radical revision of the existing order and a far-reaching 
redistribution of economic and political power. The temptation to a court, which is 
out of sympathy with the estate tax, to seize upon technical legalistic difficulties in 
order to frustrate its effective application, is naturally great. It would be a very slight 
exaggeration to say that the success or failure of the judiciary in resisting this temp- 
tation has determined the success or failure of the federal estate tax in meeting the 
problem of tax avoidance. 

A casual scrutiny, of the provisions of the federal estate tax will reveal in addition 
to the taxes on testamentary and intestate succession, taxes upon dower and curtesy, 
transfers in contemplation of death, transfers taking effect upon death, revocable 
transfers, survivorship in joint estates, property passing under a general power of 
appointment, and the proceeds of life insurance. All of these taxes with the exception 
of the tax on dower and curtesy are designed to strike at transactions which might be 
substituted for a testamentary disposition. The explicit provision for taxing dower 
and curtesy was written into the statute to combat the legal conception that these 
estates originate in the marital relation, rather than any act of inheritance. 


Dower and Curtesy 

The first federal estate tax, which was passed in 1916, made no explicit provision 
for taxing dower and curtesy. The Treasury ruled, however, that these estates were 
taxable as part of the gross estate of a deceased spouse, under the general provision 
taxing the transfer of any property owned by a decedent at his death.2 But the 
courts found that in most states a surviving spouse takes dower or curtesy by virtue 
of the consummation of an inchoate interest originating in the marital relation, 
rather than any act of inheritance, and held that these interests were not taxable 
under the 1916 Act.? To remedy this situation the 1918 and subsequent acts have 
contained a provision explicitly taxing dower and curtesy and their statutory substi- 
tutes. Although the justification for this tax would appear obvious, it encountered 
a curious hostility among the lower federal courts. 

?U. S. Treas. Rec. 37, Art. 7 (1917). 

* Randolph v. Craig, 267 Fed. 993 (D. Tenn. 1920). The Treasury thereupon modified its ruling to 
provide that dower and curtesy were not taxable under the 1916 Act unless by state law they were subject 


to charges against the estate and distributable as part of it. Art. 14, Reg. 80 (1937). 
“Int. Rev. Cope §811(b) (cf. 1918 and 1921 Acts, §402(b); 1924 and 1926 Acts, §302(b)). 
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Several district courts held that the tax was a direct tax and was unconstitutional 
because not apportioned.’ They argued that since dower or curtesy does not arise 
as a result of any testamentary transfer, the tax was a direct tax upon property, rather 
than an indirect tax upon its transfer. Another district court sought to scuttle the 
tax by construction. The federal estate tax, it declared, taxes only the transfer of 
decedent estates. Dower and curtesy do not pass as part of the deceased spouse’s 
estate. When, therefore, Congress taxed dower and curtesy it did not intend to do so. 
This attenuated reasoning will not astound anyone acquainted with the subtleties of 
legal processes. ‘These cases were reversed by the respective circuit courts of appeals 
and certiorari denied from those reversals by the Supreme Court.? The Court of 
Claims has also upheld the constitutionality of the tax upon dower and curtesy.® 
There is little question but that the federal estate tax does tax dower and curtesy, and 
that this tax is constitutional. The adverse rulings of the lower courts are, however, 
significantly indicative of latent judicial hostility toward the estate tax which has 
had more serious consequences in connection with some of its other provisions. 


Gifts in Contemplation of Death 

The most obvious way of escaping a death tax is to wait until death is near and 
then to make an outright gift of one’s property. To combat this type of avoidance 
the federal estate tax from its inception has taxed gifts in contemplation of death.® 
No provision in the statute presents a more baffling administrative problem. 

Most of the living transfers which are taxed under the federal estate tax, like 
revocable trusts or joint estates, for example, carry on their face some objective ear- 
mark which makes their identification fairly positive. A gift in contemplation of 
death, however, lacks any distinguishing characteristic apart from the state of mind 
of the donor. 

It is not entirely clear what this state of mind must be. In a leading case,’ the 
Supreme Court said that, in making the gift, “Death must be ‘contemplated,’ that is, 
the motive which induces the transfer must be of a sort which leads to testamentary 
disposition.”!1 The Court added that a gift for a purpose associated with life would 
not be in contemplation of death, and then, recognizing that a gift might spring 
from mixed motives, declared that the dominant motive is controlling. That is, if a 
person makes a disposition of his property partly because he is prompted by the 
thought of death and partly from a motive associated with life, its character will be 
determined by his dominant motive. 

® Munroe v. U. S., 10 F. (2d) 230 (D. Neb. 1925); Hibbard v. Crooks, 25 F. (2d) 896 (D. Mo. 1927). 

° Waite v. U. S., 29 F. (2d) 149 (D. Mo. 1927). 

7U. S. v. Waite, 33 F. (2d) 567 (C. C. A. 8th, 1929), cert. den. 278 U. S. 608 (1930). The consti- 
tutionality of the tax upon marital estates was also upheld in Allen v. Henggelar, 32 F. (2d) 69 (C. C. A. 
8th, 1929), cert. den. 280 U. S. 594 (1930); U. S. v. Dietz, 33 F. (2d) 576 (C. C. A. 8th, 1928) and 
Crooks v. Loose, 36 F. (2d) 571 (C. C. A. 8th, 1929). 

® Nyberg v. U. S. 66 Ct. Cl. 153 (1928), cert. den. 278 U. S. 646 (1930). 

*Inr. Rev. Cope, §811(c) (cf. 1916 Act, §202(b); 1918 and 1921 Acts, §402(c); 1924 and 1926 Acts, 


§$302(c); 1932 Act, §803(a)). 
2°, S. v. Wells, 283 U. S. 102 (1931). 427d. at 117. 
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It is obvious that a man’s motives are not susceptible of measurement like this. 
You cannot treat a state of mind like a peck of peas. In most cases it is impossible 
to determine what is the dominant motive for a gift. To the uncertainty inherent 
in the legal definition of a gift in contemplation of death, moreover, there must be 
added the difficulty of proof in a concrete case. Conceding for the moment a clear 
judicial blueprint of the precise state of mind which is necessary for a gift in con- 
templation of death, still in applying his blueprint to a concrete situation, there 
remains the insuperable difficulty of penetrating the secret recesses of a dead man’s 
mind. 

It is scarcely surprising that the government's efforts to enforce the tax on gifts 
in contemplation of death fared so badly?” that Congress sought some expedient to 
simplify the administration of the tax. A rebuttable presumption that gifts made 
within a certain period of the donor’s death were in contemplation of death merely 
rearranged the burden of proof, without affording any major assistance in determin- 
ing the character of the gift. Finally in 1926 Congress adopted a conclusive presump- 
tion to the effect that any transfer of property in excess of $5,000 within two years 
of a decedent’s death should be deemed to be in contemplation of death.1® In Heiner 
v. Donnan,'* however, the Supreme Court declared that this conclusive presumption 
was unconstitutional. 

Heiner v. Donnan is an important landmark in the history of the federal estate 
tax. Its importance goes beyond the immediate decision of the case. The reasoning 
of the majority and minority opinions in Heiner v. Donnan reflects two fundamen- 
tally divergent ways of thinking about the problem of tax avoidance under the 
federal estate tax. The success and failure of the tax in meeting this problem in a 
concrete case have been largely conditioned by which of these two views was 
accepted. 

Mr. Justice Stone delivered the dissenting opinion in Heiner v. Donnan. He 
thought that the conclusive presumption was constitutional, because this was a rea- 
sonable method of preventing avoidance of the estate tax. Briefly, he argued that 
Congress has constitutional power to tax transfers inter vivos under the estate tax, 
where this is necessary to prevent frustration of the tax. In his mind, the fact that 
some of the transfers taxed under the conclusive presumption might not have been 
made in contemplation of death was decisively outweighed by the necessity of finding 
some effective method of enforcing the tax upon transfers in contemplation of death. 
Mr. Justice Stone relied upon what is commonly called the “penumbra theory,” after 
a vivid figure of Mr. Justice Holmes. In dissenting from an earlier decision!® where 
the Court outlawed a Wisconsin statute declaring that gifts made within a certain 
time of death should be conclusively presumed to be in contemplation of death, Mr. 
Justice Holmes declared: “Of course, many gifts will be hit by the tax that were 

124 graphic account of the government’s lack of success appears in the dissenting opinion of Mr. 
Justice Stone in Heiner v. Donnan, 285 U. S. 312, 343-346 (1932). 


48 1926 Act, §302(c), deleted by 1932 Act, §803(a). 
14 285 U. S. 312 (1932). See also Handy v. Delaware Trust Co., 285 U. S. 352 (1932). 


+5 Schlesinger v. Wisconsin, 270 U. S. 230 (1926). 
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made with no contemplation of death. But the law allows a penumbra to be em- 
braced that goes beyond the outline of its object in order that its object may be 
secured.”2¢ 

Mr. Justice Sutherland delivered the majority opinion in Heiner v. Donnan. He 
flatly rejected the penumbra test. Congress, said Mr. Justice Sutherland, has power to 
impose a gift tax as well as an estate tax. But it cannot tax some gifts which are not 
testamentary, while other gifts of this kind go free. This is the effect of a conclusive 
presumption that gifts made within a certain time of death are in contemplation of 
death. This creates an unreasonable classification, which is so arbitrary that it 
violates the due process clause of the Fifth Amendment. Stripped to- its essentials, 
Mr. Justice Sutherland’s opinion lays down the bald proposition that Congress has 
no constitutional power to tax any but testamentary transfers under the estate tax. 

Heiner v. Donnan effectively chilled Congressional enthusiasm for some solution 
of the administrative problem created by the tax on contemplation of death. It also 
prescribed as a part of due process the rule that Congress in seeking to prevent 
avoidance of the estate tax was limited to the taxation of testamentary transfers 
under that tax. The net effect of the decision was to establish rigid judicial super- 
vision over Congressional efforts to prevent escape from the estate tax. 

The penumbra theory leaves a fair margin for legislative discretion in adopting 
reasonable means to prevent avoidance of the tax. Under the testamentary transfer 
theory Congress is limited in its choice of means for combatting tax avoidance, and 
its action is subjected to rigorous judicial control. Testamentary transfer, in the sense 
in which that term was employed in the majority opinion in Heiner v. Donnan, 
lacks any standard content or definite meaning. Indeed, as Mr. Justice Sutherland 
pointed out in upholding the tax on gifts actually made in contemplation of death, 
an outright disposition inter vivos may be “testamentary,” if there is the requisite 
mental attitude on the part of the donor. Testamentary transfer describes no objective 
reality. But it is far from an empty legal metaphysic. Subtly but definitely, the Court 
in Heiner v. Donnan expressed is doubts about the underlying social philosophy 
behind the estate tax and its fixed determination to keep a firm hand upon its 
development. 


Transfers Taking Effect Upon Death 

This became even clearer when the Court applied the testamentary transfer test 
not only as a criterion of constitutionality but as a canon of construction. Since the 
first federal estate tax in 1916, a tax has been imposed upon transfers made by a 
decedent during his life which are “intended to take effect in possession or enjoy- 
ment at or after his death.”17 The Supreme Court has never undertaken any com- 
prehensive definition of this phrase, preferring an ad hoc approach as each case has 
arisen. To the extent, however, that it has been defined by the Court, the judicial 

*° Td. at 241. 


17 Int. Rev. Cope §811(c) (cf. the 1916 Act, §202(b); 1918 and 1921 Acts §402(c); 1924 and 1926 
Acts, §302(c); 1932 Act, §803(a)). 
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definition is in curious contradiction to the natural meaning of the words employed 
by Congress. 

The statute, for example, does not say a word about title.1® It is phrased solely 
in terms of possession and enjoyment, which assuredly could scarcely have been 
done without conscious intention. The type of transfer which it describes most 
aptly is a grant with a reservation of a life estate to the donor.® In this situation, 
although title may vest immediately in the grantee, possession and enjoyment is 
deferred until the grantor’s death. Curiously enough, however, this is one type of 
transfer which the Supreme Court has held not taxable.2° Emphasis has been placed 
upon a shift in title, rather than possession and enjoyment. Thus, the Court said that 
a revocable trust could be taxed as a transfer taking effect in possession or enjoyment 
at death, because the lapse of the power of revocation constituted a testamentary 
transfer.2? In another case, it sustained the taxation of the gift of a contingent re- 
mainder, which was contingent upon the donee surviving the donor.?* Although the 
contingent remainderman was also the tenant of the precedent life estate, so that 
the death of the grantor did not affect his possession or enjoyment, it did, as in the 
case of the revocable trust, affect title. Where, however, in May v. Heiner?® there 
was a grant of a vested remainder with a reservation of a life estate, the Court 
could not find any transfer taking effect in possession or enjoyment upon the death 
of the grantor. Although the death of the donor certainly affected the possession 
and enjoyment of the property, it did not affect the remainderman’s title. There 
was, declared the Court, nothing testamentary which justified taxing this transfer. 

May v. Heiner is a remarkable decision. It appears to lay down as a sina qua non 
of a testamentary transfer some change in title rather than an accession of economic 
incidents of possession and enjoyment. Strangely enough, however, shortly after the 
decision in May v. Heiner, the Supreme Court, in upholding a tax upon the right 
of survivorship in a tenancy by the entirety,?* found that testamentary transfer does 
not require any shift in title, but is satisfied by a transfer of incidents of enjoyment. 
It is very difficult to escape the conclusion that the Court in May v. Heiner was less 
interested in the legal metaphysics of testamentary transfer, than in leaving a con- 
venient method of disposing of one’s property, without incurring liability under the 
estate tax. 

*8 Although §811(c) of the Code taxes transfers “intended” to take effect upon death, the word 
“intended” does not seem to be significant. The test is objective rather than subjective. That is, the con- 
trolling consideration here is whether the decedent made a transfer which takes effect upon his death, 
rather than whether he “intended” to have the transfer take effect upon his death. 

3°“ “Possession or enjoyment’ appears to me a phrase clearly intended to refer to the period when 
remainders ‘fall in,’ not that at which they vest.” Learned Hand, J., concurring in Frew v. Bowers, 12 
F. (2d) 625, 627 (C. C. A. 2d, 1926). 

°° May v. Heiner, 281 U. S. 238 (1930). Prior to the decision by the Supreme Court, the lower federal 
courts were divided on this issue. McCaughn v. Girard Trust Co., 11 F. (2d) 520 (C. C. A. 3d, 1926), 
and Tips v. Bass, 21 F. (2d) 460 (D. Tex. 1927), held the transfer taxable; Arnold v. U. S., 62 Ct. Cl. 
239 (1926), held it was not. 

*? Reinecke v. Northern Trust Co., 278 U. S. 339 (1929). 


*2 Klein v. U. S., 283 U. S. 231 (1931). 
*8 281 U. S. 238 (1930). ** Tyler v. U. S., 281. U. S. 497 (1930). 
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If gifts with a reservation of a life interest were not taxed under the federal estate 
tax, it is clear that the effectiveness of the tax would be seriously impaired. Congress 
acted promptly to try to close the gap left by the decision in May v. Heiner, by 
explicitly imposing a tax upon such transfers.2° This amendment raised a nice con- 
stitutional problem. Heiner v. Donnan®® said that only testamentary transfers can be 
taxed under the estate tax. May v. Heiner?" held that a gift with a reservation of a 
life interest was not testamentary. A textual comparison of these two decisions 
appeared to point to the conclusion that the tax on a gift with a reservation of a life 
interest was unconstitutional.?® 

A possible escape lay in the dichotomy of testamentary transfer. In dealing with 
the constitutionality of the tax upon survivorship in joint estates, the Court had 
found a testamentary transfer in an accession of economic incidents of enjoyment. 
The insistence upon some change in title for a testamentary transfer might be limited 
to construction. It was possible that the Court might find that a gift with a reserva- 
tion of a life interest was sufficiently testamentary to sustain the constitutionality of a 
tax upon such transfers, although as a matter of construction it had not felt that such 
a gift was sufficiently testamentary to be taxable as a transfer taking effect upon 
death.?® 

The principal pertinence of these considerations lies in the fact that when the 
question finally reached the Supreme Court, they were found not to be pertinent at 
all. The tax was sustained without any reference to the necessity for a testamentary 
transfer.8° It was sustained squarely upon the penumbra theory of Mr. Justice 
Holmes, which had been rejected with such emphasis in Heiner v. Donnan3! The 
Court found that the tax upon transfers with a reservation of a life interest was a 
reasonable method of preventing avoidance of the estate tax. It was, therefore, clearly 
constitutional. 

To properly appreciate the shift to the penumbra theory, it will be necessary to 
consider certain relevant judicial developments in connection with the tax upon 
revocable transfers. Before coming to that, however, a further word must be added 
in connection with the tax upon transfers taking effect upon death. 

In Klein v. United States" to which brief reference has already been made,** a 
decedent during his life granted property to his wife. He gave her a present life 


*5 46 Stat. 1516 (1931); 1932 Act, §803(a). In May v. Heiner, Mrs. May, the decedent, created a trust 
under which her husband took a life estate in the income during his life, then a life estate was reserved to 
the decedent during her life, and then there were remainders over. In the hope that the decision might 
have been predicated upon the reservation of the preliminary life estate to the husband, the government 
carried three more cases to the Supreme Court where no such estate had been interposed. Burnet v. 
Northern Trust Co., 283 U. S. 782 (1931); Morsman v. Burnet, 283 U. S. 783 (1931); McCormick v. 
Burnet, 283 U. S. 784 (1934). These cases were decided against the government on the authority of May 
v. Heiner, on March 2, 1931. On March 3, 1931, Congress by a joint resolution, supra, explicitly provided 
for a tax in this situation. This resolution was approved and became law on the same day. 

26 285 U.S. 312 (1932). 97 281 U. S. 238 (1930). 

°° Cf. however, Guaranty Trust Co. v. Blodgett, 287 U. S. 509 (1933). 

*° Thus, for example, in Guaranty Trust Co. v. Blodgett, 287 U. S. 509 (1933), the Court held that 
a state succession tax upon a transfer with a reservation of a life estate was constitutional. 

°° Helvering v. Bullard, 303 U. S. 297 (1938); Hassett v. Welch, 303 U. S. 303 (1938). 

*2 Supra note 26. $2 283 U.S. 231 (1931). *3 Supra note 22. 
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estate and a remainder in fee, which was contingent upon her surviving him. 
Although there was no shift in possession when the grantor predeceased the grantee, 
Mr. Justice Sutherland held that the gift of the remainder was a transfer taking 
effect in possession or enjoyment upon the death of the grantor and was taxable as 
part of his gross estate. “Nothing,” said Mr. Justice Sutherland, “is to be gained 
by multiplying words in respect of the various niceties of the art of conveyancing or 
the law of contingent and vested remainders. It is perfectly plain that the death of 
the grantor was the indispensable and intended event which brought the estate into 
being for the grantee and effected its transmission from the dead to the living, thus 
satisfying the terms of the taxing act and justifying the tax imposed.”** 

If it is “perfectly plain” that a gift by 4 to B of a life estate with a remainder in 
fee to B, if B survives A, is a transfer taking effect upon death, it is not equally clear 
that a gift of a fee to B with a provision that the property shall revert to A, if B does 
not outlive 4, accomplishes the same purpose and should be taxed in the same way? 
For a long time it did not appear to be so to the Supreme Court.*® The only distinc- 
tion between these grants is a “nicety of the art of conveyancing.” One creates a 
contingent estate which will vest if the grantee outlives the grantor. The other 
creates a vested estate which will divest if the grantee does not outlive the gran- 
tor. In substance they are identical. Oddly enough, however, despite Mr. Justice 
Sutherland’s cavalier comment about the niceties of the art of conveyancing, when 
in a later case a decedent had made a gift with a provision for reverter upon the 
prior death of the grantee, the Supreme Court held that this was not a taxable trans- 
fer.2® It was not testamentary. These decisions have been roundly criticized and they 
were overruled at the present term by a divided court.27 “The law of contingent 
remainders,” declared Mr. Justice Frankfurter in overruling the St. Louis Union 
Trust Company cases, “is full of casuistries.”** What a blessing it is that the law of 
taxation is so singularly free from them! 


Revocable Transfers 

In 1924 Congress added a provision to the federal estate tax explicitly taxing 
revocable transfers. Although, five years later, the Supreme Court was to hold 
that a revocable trust was taxable as a transfer taking effect upon death,*® there was 
considerable doubt upon this point in 1924.4 Moreover, Congress went much further 


*4 283 U. S. at 234. 
*5In Helvering v. St. Louis Union Trust Co., 296 U. S. 39 (1935), and Becker v. St. Louis Union 


Trust Co., 296 U. S. 48 (1935), the Court held that the grant of property with a provision for reverter 
to the grantor if the grantee predeceased the grantor was not taxable as a transfer taking effect upon 
death. Chief Justice Hughes and Justices Brandeis, Stone, and Cardozo dissented. These cases were 
recently overruled in Helvering v. Hallock, 60 Sup. Ct. 444 (1940), Justices McReynolds and Roberts 
dissenting. Chief Justice Hughes concurred in the opinion of the majority on the ground that the decision 
was controlled by Klein v. U. S., 283 U. S. 231 (1931). 

8° Supra note 35. 87 Ibid. 

®*°Inr. Rev. Cope §811(d)(1) (cf. 1924 and 1926 Acts, §302(d)). 

“° Reinecke v. Northern Trust Co., 278 U. S. 339 (1929). 

“. For example, in Matter of Miller, 236 N. Y. 290, 140 N. E. 701 (1923), the New York Court of 
Appeals held that a trust where the settlor reserved only a power of revocation and no further interest, 
was not taxable as a transfer taking effect in possession or enjoyment upon his death. 


58 6 Sup. Ct. at 450. 
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in the explicit tax upon revocable transfers than the Court was willing to go in 
taxing these transactions as transfers taking effect upon déath. In Reinecke v. 
Northern Trust Company,** the Court held that a trust which could be revoked by 
the settlor alone was a transfer taking effect upon death. But it refused to hold that a 
trust where the power of revocation could only be exercised by the settlor in con- 
junction with a beneficiary, constituted such a transfer. The provision of the federal 
estate tax explicitly taxing revocable trusts, however, applies not only where the trust 
may be revoked by the action of the settlor alone, but also where it is revocable by 
the settlor in conjunction with “any other person.”** 

If a person creates a trust during his life, reserving an unfettered power of revoca- 
tion, it is easy enough to find a testamentary transfer upon his death in the release 
of the power. On the other hand, a trust which can be revoked only with the consent 
of a beneficiary looks much more like an outright gift. It is difficult to find that any- 
thing substantial passes upon the settlor’s death, which can properly be denominated 
a testamentary transfer. 

Taking the statute at its full face value it appeared to be unconstitutional. The 
problem perplexed the lower federal courts. Most of them sought to avoid it by 
construing the statute as limited to a situation where a grantor reserved a power of 
revocation alone, or in conjunction with one other than a person having a substantial 
adverse interest.44 That is, they construed the estate tax as though it defined a 
revocable trust in the same terms as the income tax. This construction was ad- 
mittedly somewhat difficult, because the income tax provides explicitly that a trust 
which can only be revoked in conjunction with a person having a substantial adverse 
interest, is not a revocable trust.*® It was justified, however, on the basis of a Com- 
mittee Report, which declared that the definition of a revocable trust under the estate 
and income taxes was the same,*® in order to escape the “grave constitutional doubts” 
which a broader construction of the estate tax would encounter. 

In the years which elapsed while this question was on its way to the Supreme 
Court, professional opinion crystallized along the lines taken by the lower federal 
courts. It was generally agreed that a trust which could be revoked only with the 
consent of a person having a substantial adverse interest was not subject to the estate 
tax, either because properly construed the statute did not apply to this kind of trans- 
fer, or because if it did apply, it was unconstitutional. This opinion was fortified by 
the decision in Reinecke v. Northern Trust Company," where the Court in dealing 
with a trust which could be revoked only with the consent of a beneficiary had this 
to say: “Since the power to revoke or alter was dependent on the consent of the one 
entitled to the beneficial, and consequently adverse, interest, the trust, for all practical 

“2 Supra note 40. ‘8 Supra note 39. 

** Lit v. Commissioner, 72 F. (2d) 551 (C. C. A. 3rd, 1934); Commissioner v. City Bank Farmers’ 
Trust Co., 74 F. (2d) 242 (C. C. A. 2nd, 1934); Commissioner v. Stevens, 79 F. (2d) 490 (C. C. A. 3rd, 
1935). Contra, Commissioner v. Strauss, 77 F. (2d) gor (C.'C. A. 7th, 1935). 

“Int. Rev. Cope §166. 


*°H. R. No. 179, 68th Cong., 1st Sess. (1924) p. 28. 
“” Supra note 40. 
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purposes, had passed as completely from any control by decedent which might inure 
to his own benefit as if the gift had been absolute.”** Surely, the Court could not 
find any testamentary transfer here. 

When the question came before the Court, however, it did not even look for a 
testamentary transfer. In Helvering v. City Bank Farmers Trust Company,*® a 
decedent, during her life, created a trust which was revocable only with the consent 
of a beneficiary. The Court held that the trust was taxable under the provision 
taxing revocable trusts. The statute, declared the Court, taxes transfers which are 
revocable with the consent of “any other person.” This is too plain and unequivocal 
to be construed in any other fashion than as including a trust revocable only with 
the consent of a person having a substantial interest, adverse to that of the settlor. 
Neither committee reports nor grave constitutional doubts can be allowed to vary 
the construction of a statute which is not in any degree ambiguous. Starting from 
this construction, the Court was squarely faced with the problem of constitutionality, 
which it met with a blunt reversion to the penumbra theory. The tax was constitu- 
tional because it was a reasonable method of preventing tax avoidance. It was a 
reasonable method of preventing tax avoidance since otherwise the settlor of a trust 
might choose a complacent beneficiary as the person in connection with whom he 
could revoke the trust, and thus escape liability for the tax. 

Helvering v. City Bank Farmers Trust Company marks a definite turning point 
in the Supreme Court’s attitude toward avoidance of the estate tax. It was, however, 
in the nature of a tentative step, rather than a complete conversion. The case ante- 
dated the recent sweeping changes in the personnel of the Supreme Court. It was 
the decision of a conservative judge speaking for a Court which was still pre- 
dominantly conservative.°° Helvering v. City Bank Farmers Trust Company was 
one of a group of cases decided on the same day, and a clearer indication of the 
temper of the Court at that time appears from the context against which the opinion 
in that case was rendered, than from an isolated consideration of the decision itself. 

On the same day that it abandoned the testamentary transfer conception as a test 
of constitutionality, the Court seemed wedded to it more firmly than ever as a 
criterion of construction. This was the day when the St. Louis Union Trust Com- 
pany cases®! holding that a grant of an estate with a provision for reverter upon the 
grantee predeceasing the grantor was not taxable, were decided. On this occasion 
also the Court rendered the decision in White v. Poor,5? which could scarcely be 
deemed inimical to the cause of the tax avoider. In White v. Poor, a decedent, during 
her life, had created a trust giving the trustees the power to terminate the trust. 
Prior to her death, she had herself appointed one of the trustees and died while still 
serving in that capacity. The Court held that this was not a revocable trust, taxable 
as part of the grantor’s gross estate, upon the rather fine reasoning that although the 


48 58 U. S. at 346. 4° 506 U. S. 70 (1935). 

5°Mr. Justice Roberts delivered the majority opinion, writing on behalf of himself, Chief Justice 
Hughes and Justices Brandeis, Stone, and Cardozo. Justices Van Devanter, McReynolds, Sutherland and 
Butler dissented. 

52 Supra note 35. 52 396 U. S. 98 (1935). 
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decedent had power to terminate the trust at her death, she acquired this power in 
her capacity as trustee rather than in her capacity as settlor.5* Congress promptly 
repudiated this distinction by providing explicitly for a tax in this situation. This 
amendment, however, is not retroactive.54 


Joint Estates 


In connection with certain forms of co-ownership, such as joint tenancy and 
tenancy by the entirety, there is what is known as survivorship. Briefly, this means 
that when one co-owner dies his interest inures to the surviving tenants, instead of 
passing to his legal representatives. The legal theory behind survivorship, which has 
a curious history dating back to the feudal system, is that nothing passes to the sur- 
viving tenant upon the death of his cotenant. Not only does he not acquire any 
interest by inheritance, he acquires nothing at all. In legal contemplation the title 
to a joint tenancy or a tenancy by the entirety is one and indivisible. Each tenant 
has the whole title. When one dies this continues in the survivor. 

It is clear that accepting survivorship on its narrow legalistic basis, it would be 
impossible to tax it under a tax limited to transfers by will and intestacy.5> There 
has, consequently, been a provision in the federal estate tax since its initial enactment 
in 1916, explicitly taxing survivorship.5*® The mechanics of this tax require that the 
value of all property owned by a deceased joint tenant or tenant by the entirety be 
included in his gross estate, to the extent that the decedent contributed the con- 
sideration for the property.°* Thus, if a man purchased Blackacre, paying the full 
consideration for the property, and took title in his name and that of his wife as 
tenants by the entirety, upon his death, the value of the entire property would be 
taxed as part of his gross estate. On the other hand, if the wife had paid for the 
property from her separate funds, none of it would be taxable upon the husband's 
death. 

The Supreme Court has experienced surprisingly little difficulty in fitting the tax 
on survivorship into the constitutional pattern of a tax on a testamentary transfer. 
Although there is no transfer of title upon the death of a joint tenant or a tenant by 
the entirety, there is an accession of economic incidents of enjoyment. This has been 
deemed sufficient to constitute a testamentary transfer, which will sustain the con- 
stitutionality of the tax. 

An analysis of the respective rights of joint tenants and tenants by the entirety 
will show just how far the Court has been willing to go inthis direction. If a joint 
tenant or a tenant by the entirety dies, not only is his share of the property taxed as 

58 Another in this group of cases was Helvering v. Helmholz, 296 U. S. 93 (1935), which held that 
a trust under which the settlor reserved a power of revocation in conjunction with all the beneficiaries was 
not taxable. The Court said that the power reserved by the settlor in this situation was simply a power 
to do what the law would allow him to do in the absence of any reservation. The trust was, consequently, 
an irrevocable, rather than a revocable, trust. 54Inr. Rev. Cope §811(d)(1) and (2). 

5® Attorney General v. Clark, 222 Mass. 291, 110 N. E. 299 (1915). 

5CInr. Rev. Cope §811(e) (cf. 1916 Act, §202(c); 1918 and 1921 Acts, §402(d); 1924 and 1926 


Acts, §302(e)). 
57 Supra note 56; U. S. Treas. Rec. 80, Arts. 22 and 23 (1937). 
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part of his gross estate, but also the share of the survivor, provided, of course, that 
the decedent paid the full consideration for the property. It is fairly clear that 
factually, if not legally, upon the death of one tenant, the survivor succeeds to the 
decedent’s share in the property. But how does the death of one tenant affect the 
surviving owner’s enjoyment of his own share in the property? In the case of 
a tenancy by the entirety there is no right of severance, that is, one tenant cannot 
convey or dispose of his interest in the property without the other’s concurrence. 
Consequently, when a tenant by the entirety dies, the remaining tenant not only 
acquires the decedent’s share in the property, but his enjoyment of his own share 
is enhanced, since he may freely dispose of it without the concurrence of any other 
person. Death of a tenant by the entirety not only effects a transfer of the deceased 
tenant’s interest in the property, it releases certain “strings” on the survivor's interest, 
so that it is possible to say that there has been a testamentary transfer of the entire 
property.°8 

The situation in connection with a joint tenancy, however, is quite distinct. Joint 
tenants have a power of severance. A joint tenant may convey his share in the 
property without his cotenant’s consent. About the only limitation on a joint tenant’s 
control over his moiety is that he cannot defeat his cotenant’s right of survivorship 
by will. He may, however, freely do so by a conveyance inter vivos. Although the 
death of a joint tenant results in a transfer of the decedent’s moiety to the survivor,*® 
it is difficult to see that it has any substantial effect upon the share of the survivor. 
The Supreme Court has recently held, however, that the entire value of property 
held by way of a joint tenancy may be taxed to the estate of a deceased joint tenant.®° 
It is true that the surviving tenant acquires the power to dispose of his share of the 
property by will upon the other tenant’s death. The Court felt that this was a 
sufficient testamentary transfer to justify taxing the survivor’s share in the property. 
It is manifest that the decision tends to check tax avoidance. It is, however, probably 
a more significant indication of the present attitude of the Court toward the estate 
tax than the expression of a serious conviction that there really is any transfer here. 


Powers of Appointment 


The common law theory of a power of appointment is that title passes to the 
appointee from the donor of the power, rather than the donee. For example, if A 
devises Blackacre to B for life, with a power to appoint the remainder to whomsoever 
he sees fit, and B appoints the property to C, C acquires title from A, not from B. 
It follows, of course, that in order to tax the appointed property as part of the donee’s 
estate, specific legislation is necessary. This was made clear in United States v. 
Field,®* where the Supreme Court held that property passing under a general power 
of appointment was not taxable as part of the estate of the donee of the power under 
the 1916 Act, which failed to make any special provision for the taxation of such 
powers. The 1918 and subsequent Acts have explicitly taxed powers of appoint- 


*8 Tyler v. U. S., 281 U. S. 497 (1930). 5° Gwinn v. Commissioner, 287 U. S. 224 (1932). 
®°U. S. v. Jacobs, 306 U. S. 363 (1939). ®t 255 U. S. 257 (1921). 
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ment.°? The tax is, however, very limited, and. its effectiveness is open to serious 
question. 

The federal estate tax taxes only general powers of appointment.®* Moreover, 
the non-exercise of such a power is not taxed.°* To be taxable the power must be 
exercised and exercised by will or by a deed in contemplation of death or intended 
to take effect upon death.®5 Finally, the Supreme Court has held that it is not 
enough for a general power to be exercised in a manner prescribed by the statute, but 
the appointed property must actually pass under the power. In Helvering v. Grin- 
nell,®* the appointees under a general power of appointment renounced their rights 
under the will of the donee of the power, and elected to take under a limitation in 
their favor in default of appointment, in the will of the donor of the power. The 
Court held that the appointed property could not be taxed as part of the donee’s 
gross estate, because the property had not passed under the power of appointment. 

The limited scope of the tax on powers of appointment has prevented any serious 
challenge to its constitutionality. But although there is no doubt that the tax in 
its present form is constitutional, it appears to offer an opportunity for rather wide- 
spread tax avoidance. This, however, seems fairly attributable to legislative inertia, 
rather than to any obstructive judicial tactics. 

By the creation of successive estates and powers of appointment, it is possible to 
avoid the imposition of an estate tax where a tax would otherwise be due. Thus for 
example, if A leaves his property to B, a tax would be due upon A’s death and 
another upon B’s death. If, however, A leaves B a life estate in the property, with a 
power of appointing the remainder, B may enjoy the property during his life and 
dispose of it after his death, without incurring a second tax, providing that sufficient 
care is used in creating the power of appointment or in its exercise. Even though 
the power given to B was a general power, no tax liability would arise, unless the 
power was exercised in a manner prescribed by the statute. If the power were special, 
no liability would be incurred, regardless of whether or not it was exercised. 

The legislative remedies here are clear. There is, however, a serious question how 
rigorously they should be applied. Avoidance of an estate tax by means of a power 
of appointment can easily be prevented by providing for a tax upon the non-exercise 
as well as the exercise of a power of appointment and taxing special as well as general 
powers. Such a tax might even be extended to the exercise of a power by any form 
of conveyance inter vivos as well as to dispositions by will, or dispositions inter vivos 
designed to operate in lieu of a will. There has been an interesting debate on this 
subject between Professors Griswold and Leach of the Harvard Law School.®* Pro- 
fessor Griswold feels that tax avoidance by means of powers of appointment is a 
serious evil calling for drastic legislative action. Professor Leach makes the point in 

®2Inr, Rev. Cope §811(f) (cf. 1918 and 1921 Acts, §402(e); 1924 and 1926 Acts, §302(f)). 

*8 Supra note 62. °* Ibid. 

$5 Ibid. 8 94 U. S. 153 (1935). 

°7 Griswold, Powers of Appointment and the Federal Estate Tax (1939) 52 Harv. L. Rev. 929; 


Leach, Powers of Appointment and the Federal Estate Tax—A Dissent, id. 961; Griswold, In Reply, id. 
967. 
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reply that, if special powers of appointment are taxed, taxpayers will continue to 
avoid the tax by disposing of their property by creating successive estates, without 
any powers of appointment. This will mean that the revenue from the federal estate 
tax will not increase, but there will be an increase in unwise and inflexible family 
settlements. Professor Leach’s position is that the special power of appointment is a 
desirable social device which should not be penalized by a tax which will result in 
no addition to the public revenues. 

The non-exercise of a general power of appointment, as well as its exercise, should 
be specifically taxed. This will not interfere with wise family settlements. Failing to 
exercise a general power is one way of exercising it. Taxing the exercise, but not the 
non-exercise, of such powers creates an unwarranted discrimination between tax- 
payers who enjoy the same capacity for controlling the disposition of property after 
their death. 

As long as the federal estate tax can be avoided by the creation of successive 
estates, there is real substance in the argument against taxing special powers of ap- 
pointment. The point that such a tax will not substantially increase the return from 
the estate tax, but simply encourage unwise and inflexible dispositions of property, is 
one to be seriously considered. The real problem here seems to be this. There are 
undoubtedly powers, like the power to appoint property among the children of the 
donee of the power, for example, which are not designed to avoid a tax but to intro- 
duce a desirable flexibility into a common form of family settlement. Instead of 
giving property to A for life with a remainder to A’s children, it may be sensible and 
desirable to give A a special power of appointing the remainder among the children 
on the basis of needs and aptitudes revealed by the future. To tax a power like this 
probably would not lead to abandoning the creation of successive estates but merely 
to eliminating the special power of appointment. There would be little gain in 
revenue and a net loss from the social point of view of encouraging wise dispositions 
of property. On the other hand, if the term “general” power in the present statute 
is limited to a power to appoint to any one in the world or to a very large class, it is 
perfectly possible to have a power of appointment which is not taxable and which 
serves no purpose except to avoid the estate tax. There is no significant difference, 
for example, between a power to appoint to anyone in the world, or a power to 
appoint to anyone except a Hottentot, or a corporation, or to appoint to any Amer- 
ican citizen. The desirable thing to do, obviously, is to tax powers which are designed 
for tax avoidance, and to exempt the powers which have a legitimate purpose in 
providing flexibility in the ordinary family settlement. It is possible that the Treas- 
ury can work out a definition which will achieve this result within the framework 
of the present statute by construing the term “general” to hit tax-avoiding powers.®* 
If it can formulate such a definition and make it stick in the courts, there is no need 


°S At the present time the Treasury defines a general power as one “to appoint to any person or persons 
in the discretion of the donee of the power, or, however limited as to the persons or objects in whose 
favor the appointment may be made, is exercisable in favor of the donee, his estate or his creditors.” 
U. S. Treas. Rec. 80, Art. 24 (1937). It is very doubtful whether this definition is tight enough to catch 


“tax-avoiding powers.” 
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for active legislative intervention. It is also possible, however, that it will be found 
impossible to formulate such a definition, and that the only way to catch the tax- 
avoiding powers is to tax all powers of appointment.®® If this proves to be true, then 
the question is not one solely of the desirability of taxing powers of appointment, 
which have a legitimate purpose and are not aimed at tax avoidance, but of whether 
such a tax may not be justified as the only satisfactory way of catching powers 
designed to escape imposition of the tax. 


Insurance 


Insurance offers one of the most popular methods of escaping from the estate tax 
at the present time. Tax avoidance has become as compelling a part of the average 
insurance agent’s sales talk as the pathetic picture of the poor widow and orphans 
when the father of the family neglected to insure his life. 

Insurance was not taxed explicitly under the first federal estate tax, although the 
Treasury ruled that policies payable to the insured’s estate were taxable, just like any 
other property which he owned at his death.7° The 1918 Act and the subsequent 
statutes have provided explicitly for the taxation of insurance.™! All the insurance 
payable to the estate of the insured is taxed.”* As far as the statutory language is 
concerned insurance payable to other beneficiaries is taxed to the extent that it 
exceeds $40,000. 

The insurance exemption of $40,000 is in addition to the regular estate tax exemp- 
tion, and affords, of course, a perfectly legitimate statutory method of minimizing 
one’s tax. If a man died and left $40,000 in bonds and $40,000 in life insurance pay- 
able to his estate, he would have a taxable estate of $40,000. If, however, he had made 
his insurance payable to his wife, there would be no taxable estate at all. 

In addition to the explicit insurance exemption, however, the Courts and the 
Treasury between them have created a much more extensive exemption on the slim 
foundation of what is known as “legal incidents of ownership.” This doctrine seems 


®° Congress might, however, attempt the milder expedient of taxing all powers with certain stated 
exceptions, such as a power to appoint the property among the descendants of the donor or the donee. 
This might catch the tax avoider, without unduly burdening powers designed merely to insure flexibility 
in the ordinary family settlement. 

70U. S. Treas. Rec. 37, Art. 10 (1917). 

71 Int. Rev. Cope §811(g) (cf. 1918 and 1921 Acts, §402(f); 1924 and 1926 Acts, §302(g)). 

*2 As far as the statutory requirement that insurance in order to be taxable must be “taken out” by 
the insured is concerned, this seems to be meaningless where the insurance is payable to the decedent's 
estate, since the Treasury’s position is that any insurance payable to the estate of the insured is “taken 
out” by the insured. U. S. Treas. Rec. 80, Art. 25. The effect of this requitement where the insurance is 
payable to “other beneficiaries” is not clear. The Treasury for a number of years took the position that 
such insurance is not taken out by the insured where the beneficiary pays the premiums, and to the extent 
that premiums are paid by the beneficiary must be excluded from the insured’s gross estate. U. S. Treas. 
Rec. 37, Art. 32 (1918 Act); id. 63, Art. 27 (1921 Act); id. 68, Arts. 25, 28 (1924 Act); id. 70, Arts. 25, 
28 (1926 Act). In Lang v. Commissioner, 304 U. S. 264 (1938), the Supreme Court held that this was a 
reasonable construction of the statute, and that not only should that part of the insurance for which the 
beneficiary paid the premiums be excluded from the gross estate of the insured but also any insurance for 
which any one other than the insured paid the premiums. The present position of the Treasury, how- 
ever, is that insurance is “taken out” by the insured, regardless of who pays the premiums, if he retains 
any “legal incidents of ownership” in the policy. U. S.. Treas. Rec. 80, Art. 25°(1937). Whether this 
construction is proper and, if so, is constitutional, remains to be seen. 
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to have originated in what may well prove to be an unwarranted inference from the 
case of Chase National Bank v. United States." In that decision, the Supreme Court 
held that certain insurance policies payable to beneficiaries, other than the estate of 
the insured, were subject to the federal estate tax, because the insured had reserved a 
power to change beneficiaries, and the lapse of this power upon his death constituted 
a testamentary transfer. The inference has been drawn from this decision both by 
the Treasury** and the lower federal courts,”® that unless an insured retains some- 
thing analogous to a power to change beneficiaries in a policy upon his life, this can- 
not be taxed as part of his gross estate. That is, in order for the policy to be taxable, 
the insured at his death must have some legal incident of ownership in the policy. 
Legal incidents of ownership in an insurance policy, according to the current regula- 
tions, include “the right of the insured or his estate to its economic benefits, the power 
to change the beneficiary, to surrender or cancel the policy, to assign it, to revoke the 
assignment, to pledge it for a loan, or to obtain from the insurer a loan against the 
surrender value of the policy, etc.”*® 

The consequence of the incidents of ownership doctrine, of course, is that regard- 
less of the amount of insurance which a man leaves, none of this is taxable as part 
of his estate, if he completely divests himself of any interest in the insurance during 
his life. The statute itself does not say a word about incidents of ownership. The 
only justification for this limitation upon the statutory language is that any other 
construction would be unconstitutional. This, however, seems highly debatable. It 
is not at all clear that there is not a testamentary transfer where a person insures his 
life in favor of a beneficiary other than his estate, and prior to his death proceeds to 
divest himself of any interest in the policy. Complete legal rights to the policy may 
arise in the beneficiary during the insured’s life. However, his enjoyment of the 
proceeds of the policy are certainly contingent upon the insured’s death. If the in- 
sured paid for the policy, it is not difficult to visualize the situation here as a transfer 
of the proceeds of the policy from the insured to the beneficiary upon the insured’s 
death, under which the insurer acts as a mere conduit for the transfer.77 A more 
forthright fashion of sustaining such a tax, however, appears to be afforded by the 

78 298 U. S. 327 (1929). 74U, S. Treas. Rec. 80, Art. 25 (1937). 

™ The Court of Claims in a recent decision has, however, cast doubt upon the proposition that insur- 
ance cannot be taxed unless the insured retained legal incidents of ownership. In Bailey v. U. S., 27 F. 
Supp. 617 (Ct. Cl. 1939), it was held that insurance could be taxed despite the fact that prior to his death 
the insured had made a complete and irrevocable assignment of the policies; On a motion for a new 
trial, however, the court found that after the assignment the premiums were paid by the insured’s wife, 
a beneficiary, and reversed its former decision, holding that the insurance was not taxable. Bailey v. 
U. S., 30 F. Supp. 184 (Ct. Cl. 1939). After the decision in Helvering v. Hallock, 64 Sup. Ct. 444 
(1940), supra note 37, another motion for a new trial was made. The court again reversed itself and held 
that the insurance was taxable, since upon the prior decease of the beneficiaries the policies reverted to 
the insured. Bailey v. U. S., (Ct. Cl., March 4, 1940) 1940 ALEXANDER Feb. Tax SERV., par. 2332. 


7°U. S. Treas. Rec. 80, Art. 25 (1937). 

"7 See Bailey v. U. S., 27 F. Supp. 617 (Ct. Cl. 1939). It might be argued that Bingham v. U. S., 
296 U. S. 211 (1935), and Industrial Trust Co. v. U. S., 296 U. S. 220 (1935), held that insurance payable 
to “other beneficiaries” cannot be taxed unless at his death the insured retains “legal incidents of owner- 
ship.” It is extremely doubtful, however, whether these cases stand for anything more than the proposition 
that the 1918 and: 1926 acts will not be construed retroactively to apply to such insurance taken out prior 
to the passage of the 1918 Act. 
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recent decisions which have upheld taxes upon transfers inter vivos under the estate 
tax, where this was reasonably necessary to prevent tax avoidance.?® There can be 
little doubt but that the present administration of the tax on insurance leads to very 
widespread avoidance of the estate tax. It is difficult to see how this can be corrected 
by anything short of a complete repudiation of the “legal incidents of ownership” 
doctrine and the application of the tax to all policies of insurance, as the statute 
explicitly provides. An exception might, perhaps, be legitimately made in the case of 
policies where the insured has not paid the premiums for the policy, either directly or 
indirectly."® Indirect payment of the premiums would, however, have to be carefully 
guarded against to prevent tax avoidance, if this exception were made. 

It is difficult to believe the present statute is not completely constitutional as it is 
written, and that insurance could not constitutionally be taxed as part of the gross 
estate of the insured, regardless of whether or not at his death he retained any inci- 
dents of ownership. It is possible, however, that the administrative construction of 
the statute, requiring incidents of ownership as a condition of taxability, will be 
found to have been adopted by Congress, by repeated reenactment of the various 
revenue acts in the face of this construction. To avoid any ambiguity upon this 
point, it would probably be well to have an explicit Congressional repudiation of the 
incidents of ownership doctrine. 


Retroactive Taxation 

Congress has sought to close the avenues of escape from the federal estate tax 
not only by taxing various living transactions, but by taxing them retroactively.®° 
Although such transfers are not taxed unless there is a statute in effect at the trans- 
feror’s death taxing them, they are usually taxed if there is such a statute then in 
effect, despite the fact that there was no such statute in force at the time the trans- 
action was entered into. No feature of the tax has evoked more bitter hostility nor 
been the subject of more unremitting attack before the courts. 

No stretch of the imagination is required to picture the chagrin of a lawyer who 
has advised his client to make an elaborate settlement of his property during his life, 
in a manner which was not taxed under the contemporary provisions of the federal 
estate tax, and then finds himself faced with a later statute taxing these dispositions 
at his client’s death. While to the disinterested observer Congress’s effort, not only 
to prevent tax avoidance in the future, but to remedy its omissions in the past, may 
seem entirely laudable, to our hypothetical solicitor the retroactive aspects of the 
federal estate tax seem both lacking in sportsmanship and clearly unconstitutional. 

The courts have found this a difficult problem. As a starting point, it is clear that 
there is no provision in the federal constitution which explicitly forbids a retroactive 
tax. The prohibition against ex post facto laws is limited to criminal matters. 

Usually the retrospective provisions of the federal estate tax are attacked from 
one or all of three angles. It has been contended, and with rather remarkable success, 

78 Helvering v. City Bank Farmers Trust Co., 296 U. S. 70 (1935); Helvering v. Bullard, 303 U. S. 


297 (1938). 
7 See note 72, supra. 8° See, ¢.g., Int. Rev. Cope §811(h). 
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that a tax which appears on its face to be retroactive must be construed as solely 
prospective, to avoid grave constitutional doubts. To avoid such dubiety, for example, 
statutes taxing transfers made “at any time” are generally construed to mean “at 
any time after the passage of the taxing act.”®! Moreover, a blanket provision to the 
effect that the taxes upon transfers inter vivos under the federal estate tax shall apply 
to transfers made prior to the passage of the tax, has been construed as inapplicable 
where this would raise constitutional doubts,’ and to an amendment to the taxing 
provisions, adopted after the enactment of the blanket provision for retroactivity.®* 

The attacks upon the constitutionality of a tax deemed unequivocally retroactive 
have met with less success. There are two possible approaches here. One is to con- 
tend that a tax upon a transfer made prior to the enactment of the taxing act cannot 
be a tax upon the transfer but must be a tax upon the subject matter of the transfer. 
The conclusion which follows from this premise is that such a tax is a direct tax 
which is unconstitutional unless it is apportioned.8 The obvious answer to this 
argument, and one which the courts usually make, is that a transfer may be taxed 
just as readily by a statute passed after the transfer as by one which precedes it. 
That is, the fact that the transfer is taxed retroactively does not alter the fact that it 
is the transfer which is taxed. 

A more successful objection to the constitutionality of a retroactive tax is that it is 
so unfair that it violates due process. At one time the Supreme Court was quite 
receptive to this argument so far as death taxes were concerned. The’ view which 
appeared to prevail was that a retrospective tax upon an irrevocable transfer was 
unconstitutional.8> This was qualified to the extent that a transfer taxable at the 
time it was made could be constitutionally taxed under a later statute in force at the 
transferor’s death, since he was deemed to have had sufficient warning of the 
possibility of such a tax from the earlier legislation.86 On the other hand, a retro- 
active tax upon a revocable transfer was constitutional.8*7 The philosophy behind 
these decisions seems to have been that the unfairness of a retroactive tax lies in the 
element of surprise. It is unfair for the government to encourage (at least, passively) 
a person to make a transfer which is tax-free and then to turn around, after he is 
irrevocably committed to the transaction, and tax him upon it. If the transfer were 
revocable, however, then the taxpayer could tear it up after the statute was passed 
and escape the tax. If he chooses to let it stand, it is not treating him unfairly to tax it. 


1 Shwab v. Doyle, 258 U. S. 529 (1922); Knox v. McElligott, 258 U. S. 546 (1922); Lewellyn v. 
Frich, 268 U. S. 238 (1925); Bingham v. U. S., 296 U. S. 211 (1935). 

82 Industrial Trust Co. v. U. S., 296 U. S. 220 (1935). 

8% Hassett v. Welch, 303 U. S. 303 (1938). 

84 Amberg, Retroactive Excise Taxation (1924) 37 Harv. L. Rev. 691. 

85 Nichols v. Coolidge, 274 U. S. 531 (1927); Coolidge v. Long, 282 U. S. 582 (1931); Blodgett v. 
Holden, 275 U. S. 142 (1928); Helvering v. Helmholz, 296 U. S. 93 (1935); White v. Poor, 296 U. S. 
98 (1935). Cf. however; Third National Bank & Trust Co. v. White, 287 U. S. 577 (1932). 

8° Milliken v. U. S., 283 U. S. 15 (1931); Phillips v. Dime Trust & Safe Deposit Co., 284 U. S. 160 
(1931); Klein v. U. S., 283 U. S. 231 (1931). 

87 Reinecke v. Northern Trust Co., 278 U. S. 339 (1929). 
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It is quite possible that the Court in emphasizing fairness to an individual taxpayer 
in these decisions failed to stress sufficiently the competing interests of other tax- 
payers. Someone pays for the support of government. If one citizen escapes a tax, 
this cannot be written off the public ledger entirely. It must be made up from the 
contributions of the other members of the body politic. Granted that the retroactive 
taxation of transfers inter vivos may be unfair, it is quite possible that it is not as 
unfair as the failure to tax them retroactively would be. Suppose, for example, that 
A and B have disposed of their property during their lives by identical conveyances. 
They die on the same day. A, however, gave away his property before the passage 
of a statute taxing his gifts. B conveyed away his property after such legislation had 
been enacted. It is fairer to tax these two individuals in the same way, or to exempt 
one and tax the other, merely because of an accident of chronology? There are com- 
peting considerations here. The question is not solely of hardship to an individual 
taxpayer, but of equality between taxpayers generally. 

The extent to which the Supreme Court has been influenced by these considera- 
tions is not clear. It is clear, however, that the Court is rapidly retreating from its 
earlier position, or what appeared to be its earlier position, to the effect that an 
irrevocable transfer cannot be taxed retrospectively.8* The explicit reasoning of these 
later decisions, however, has taken an unhappy turn. Instead of talking about the 
standards of fairness and public interest embodied in due process, the Court has ap- 
proached these problems like a medieval conveyancer. Where it might have asked 
whether the retroactive tax was a reasonable method of preventing tax avoidance 
and equalizing the burden of the tax, the Court has strained to find some testamen- 
tary event after the passage of the statute, which would enable it to say that the tax 
was prospective, rather than retrospective. The method of reasoning has been so 
disingenuous and artificial that, in trying to avoid the appearance of conflict with 
earlier decisions, the Court has succeeded not only in undermining completely any 
confidence in the earlier cases but in obscuring entirely its position in the later ones. 

In Coolidge v. Long,®® for example, the Court held that a death tax could not 
constitutionally be applied to a transfer with a reservation of a life estate, occurring 
prior to the passage of the taxing act. In Binney v. Long,®® the Court held that a tax 
could constitutionally be imposed upon such a transfer effected prior to the passage 
of the taxing act. The transfers in both cases were irrevocable. Binney v. Long did 
not purport to overrule Coolidge v. Long. It distinguished it on the ground that the 
remainders in Coolidge v. Long vested prior to the passage of the taxing act, so that 
the tax was retroactive, while in Binney v. Long they vested after the passage of the 
taxing act, so that the tax was prospective. This is scarcely a sensible distinction. 
The question in these cases was not whether the Constitution forbids a retroactive 
tax. Obviously, it does not. The question was whether the taxes were so unfair that 
they violated due process. The time at which the remainders vested, or whether the 


®® Binney v. Long, 299 U. S. 280 (1936); U. S. v. Jacobs, 306 U. S. 363 (1939). 
8° 282 U. S. 582 (1931). °° 299 U. S. 280 (1936). 
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transferor created vested or contingent remainders, had no bearing upon the question 
of fairness. In both cases the decedents had made irrevocable transfers. They were 
subjected to the same type of unfair surprise. 

It would impugn the intelligence of the Supreme Court to think that the justices 
really believe that due process, or the lack of it, turns upon any distinction as 
whimsical as that between vested and contingent remainders. It is difficult to believe 
that Binney v. Long does not represent a new evaluation of the social considerations 
connected with retroactive taxation; that it does not entirely repudiate the decision 
in Coolidge v. Long. The Court’s phrasing of the problem seems unhappily chosen. 
It can scarcely add to its stature in the eyes of the citizenry to see the justices approach 
problems of due process with the social outlook of a fifteenth-century solicitor. The 
real issues here are issues of fairness and justice, whether the retroactive tax is a 
reasonable method of preventing tax avoidance and achieving equality of the tax 
burden. It is difficult to discover any worth-while purpose which is subserved by 
concealing them behind a maze of metaphysical anachronisms. 


Conclusion 


Modern federal estate, gift and income taxes with their steep progressions and 
rigid emphasis upon the ability-to-pay principle are more than mere revenue meas- 
ures. They have significant social implications. As a revenue measure, for example, 
the federal estate tax violates the elementary canons of sound taxation. It has been 
justly likened to the improvident husbandman who feeds upon his seed corn. The 
burden of the federal estate tax upon large estates is so heavy that it amounts to a 
confiscatory capital levy. It is a tax deliberately contrived to destroy its most fruitful 
sources. Justification for the federal estate tax must be sought in its social significance. 
It is aimed directly at the destruction of large accumulations of property. Taken in 
conjunction with current federal spending policies and the federal income and gift 
taxes, the federal estate tax is part of a deliberate plan to redistribute both the capital 
and income of the nation. It is beyond the province of this paper to comment upon 
the wisdom of this particular brand of social philosophy. An active consciousness 
of the motivating factors behind the federal fiscal policies is, however, the key to 
genuine insight into the problem of tax avoidance. 


Under our constitutional organization the deciding battles over tax avoidance are 
fought in the courts. Courts, curiously enough, are simply men—and frequently 
men with definite social and political convictions. By and large, lawyers and judges 
are apt to be advocates of the status quo. Perhaps the professional doctrine of 
stare decisis seeps through to color their social thinking. Until quite recently most 
of our federal judges were drawn from successful practitioners. Success in the prac- 
tise of the law attracts wealthy clients and the character of a lawyer’s convictions 
is apt to be shaped by the clients whose interests he is engaged to uphold. It is not 
any reflection upon the integrity of the federal judiciary to say that many judges 
were frankly hostile to the philosophy behind the modern federal tax system. 
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The federal estate tax is peculiarly vulnerable to judicial sniping. A good many 
of the legal difficulties encountered by the tax arise from the fact that it cuts across 
the law of property. Most of the doctrines of the law of property crystallized in a 
period which took small account of death taxes. The legal conception of dower, for 
example, as an estate originating in the marital relation, rather than any act of 
inheritance, afforded needed protection to married women in an era when separate 
ownership of property by a married woman was impossible, and she badly needed 
some such form of protection. The strange conception of survivorship which 
visualizes the situation where one joint tenant or a tenant by the entirety dies, as 
a continuance of an existing title, rather than a transfer of any title, originated in 
connection with feudal tenure, where it was invoked successively first as a device to 
uphold the feudal baron’s prerogatives, and then to circumvent them. It would not 
add anything to continue the analysis along this line. The point is that the doctrines 
of the law of property are not legal immutables, but simply useful social devices 
invented to serve definite social needs. They can be made to mesh with a modern 
system of death taxation by intelligent and sympathetic adaptation. However, they 
offer an opportunity for a court hostile to the federal estate tax to frustrate the tax. 
By inventing the doctrine that both the construction and constitutionality of the 
tax is to be determined by the presence of a testamentary transfer, and then empha- 
sizing the property rules which do not regard most of the living transactions taxed 
under the estate tax as testamentary, the courts managed to do considerable damage 
to the effectiveness of the estate tax in its formative period. 

A substantial part of the ground lost under the earlier decisions has been re- 
gained recently under the influence of a more friendly judicial attitude toward the 
tax. By repudiating the testamentary transfer test of constitutionality and upholding 
as a legitimate incident of estate taxation any tax reasonably designed to prevent 
avoidance,*! the Court in a single bold stroke has cleared away most constitutional 
obstructions. A similar attitude seems to characterize the Court’s present approach 
toward construction, recently manifested, for example, in the decision rejecting the 
distinction between a gift to vest upon the donor’s predeceasing the donee, and a 
gift to divest upon the donee’s predeceasing the donor.®? Although the Court has 
also indicated a recent willingness to go along with Congress and sustain the consti- 
tutionality of the retroactive features of the federal estate tax, unfortunately the 
technique followed so far in this connection has been a search for some sort of legal- 
istic transfer after the enactment of the tax, rather than any attempt to candidly 
appraise the genuine issues of fairness and policy.®* It may be that as the authority 
of the earlier cases is dissipated, the Court will take a more forthright stand on the 
problem of retroactivity. 


*? Helvering v. City Bank Farmers Trust Co., 296 U. S. 85 (1935); Helvering v. Bullard, 303 U. S. 


297 (1938). 
®? Helvering v. Hallock, 60 Sup. Ct. 444 (1940). 
°° Binney v. Long, supra note 90; U. S. v. Jacobs, supra note 88. 
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The change of heart which the Supreme Court has experienced toward the estate 
tax appears likely to be more than temporary. There has been a radical reconstruc- 
tion in the personnel of the Court and the new justices are more or less committed 
to a political creed closely akin to the social philosophy underlying the tax. Most of 
the problems of tax avoidance under the federal estate tax will probably resolve them- 
selves under friendly judicial handling and vigorous administration. There are, 
however, some situations where remedial action will probably have to be taken by 
the legislature.** 


** For example, no satisfactory administrative technique has been developed for dealing with gifts in 
contemplation of death. See p. 312, supra. Congress might provide a conclusive presumption that gifts 
made within a certain period of death are in contemplation of death. Although this was held unconstitu- 
tional in Heiner v. Donnan, supra note 14, the authority of that decision has been seriously impaired, if 
not destroyed entirely, by the recent decisions, supra note 91, adopting the “penumbra theory.” 

It would also appear that Congress should amend the insurance provisions to provide explicitly for a 
tax where the insured reserved no “legal incidents of ownership” at his death, see p. 325, supra; and 
tighten up the tax on powers of appointment by taxing the non-exercise of a general power, and possibly 
extending the tax to special powers. See pp. 322-323, supra. 


























INTEGRATION OF THE ESTATE AND GIFT TAXES' 


Gerorce T. ALTMAN* 


To give, yet not to give—that is the problem which fear of death taxes has forced 
down the throats of prospective decedents. Substitutes for testamentary disposition 
in a hundred different forms have been the nemesis of legislators and tax administra- 
tors as far back as death taxes have been levied. A person may desire to leave as 
much property as possible to his children, and to that end to diminish as far as 
possible the death taxes that will be imposed; nevertheless, as long as he lives he will 
want to keep the property for his benefit or at least under his control. Ground be- 
tween these two desires, decedents have invented all manner of disposition inter 
vivos in which they have attempted to retain control. Often in their eagerness to 
avoid the death taxes they have added a .provision destroying the control which 
under another provision they essayed to retain, thereby attempting to fool the tax 
gatherer but in result fooling only themselves, or rather their heirs. 

For example, beginning with the 1924 Act the federal estate tax law has contained 
a specific provision including in the gross estate property transferred subject to a 
power of revocation, whether the power was exercisable by the decedent alone or in 
conjunction with any other person; and the Supreme Court had occasion to decide 
that this provision was applicable and valid even where such other person was the 
beneficiary. Obviously, a power of revocation exercisable only with the consent of 
the beneficiary is no power at all. Its inclusion in a trust instrument is but evidence 
of the absurd lengths to which persons will go in the attempt to avoid death taxes 
and at the same time retain until death the power and benefit which ownership has 
meant to them. 

That Congress was aware of the use of testamentary substitutes is shown by the 
fact that in the very first federal estate tax act, that enacted in 1916, it provided 
for inclusion in the gross estate of transfers made in contemplation of death, and of 
transfers inter vivos intended to take effect in possession or enjoyment at or after 
death. But Congress was soon to find that testamentary substitutes were of many kinds, 
and that when one fell under its ax there was always another to take its place. In 


The plan presented in this article was first outlined by the author in Combining the Gift and Estate 
Taxes (1938) 16 Tax Macazine 258. It was later developed in an address by him before the National 
Tax Conference of the National Tax Association in San Francisco, October 18, 1939. 

*B.A., 1920, University of Minnesota. Member of the California and Illinois Bars, practicing in Los 
Angeles. Certified Public Accountant, California and Illinois. Advisory Editor of Taxes. Lecturer on 
federal taxation, Northwestern University, 1933-1935, University of Southern California, 1937-1938. 
Author of InrRopucTION To FEDERAL TaxaTion; contributor of articles in legal and general periodicals. 

* Helvering v. City Bank Farmers Trust Co., 296 U. S. 85 (1935). 
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1924 it added inclusion of transfers subject to a power of revocation whether the 
power was exercisable by the decedent alone or in conjunction with any other person. 
In 1926 it made conclusive with respect to transfers over $5,000 to any one person, the 
presumption contained in earlier acts that transfers made within two years of death 
were made in contemplation of death; but the Supreme Court ruled this conclusive 
presumption out as violative of due process.* In 1931 the Supreme Court emasculated 
the provision requiring inclusion in the gross estate of transfers intended to take effect 
at or after death by holding that it did not apply to irrevocable transfers though the 
income was reserved by the grantor for life. In consequence Congress added a pro- 
vision expressly including such transfers in the gross estate. In 1936 the provision 
with respect to revocable transfers underwent similar elaboration. The Supreme 
Court indicated that a power to alter, amend or revoke might not include a power to 
terminate,> and so Congress added the word “terminate.” The Supreme Court 
further held that such a power included only a power exercisable by the decedent as 
settlor, not one exercisable by him as trustee,® so that Congress had to add the words, 
“in whatever capacity exercisable.” Again, the Supreme Court opined that the act 
did not cover a power not reserved in the trust instrument but arising thereafter, as 
where a trustee resigned and the decedent was elected in his place by the remaining 
trustees;” as a result, Congress added the words, “without regard to when or from 
what source the decedent acquired such power.” Like the heads of the hydra, every 
time one form of testamentary substitute fell beneath the Congressional knife, there 
were two others to take its place. Were it not for the recent action of the Supreme 
Court in holding that the transfer of property subject to reverter on the predecease of 
the grantee was one intended to take effect in possession or enjoyment at or after 
the grantor’s death,® Congress might now be lunging at another hydra head. 
Because of this hopeless battle with testamentary substitutes Congress imposed 
the gift tax, a tax on pure gifts inter vivos, as a fortifying complement to the estate 
tax. It was first imposed under the Revenue Act of 1924, repealed in the Revenue 
Act of 1926, and then restored under the Revenue Act of 1932. Since then it has 
been continuously in force, the rates being approximately 75°/ of those imposed by 
the estate tax.® The states, which like the federal government have had to endure 
the battle with testamentary substitutes, have begun to follow the federal govern- 
ment in the adoption of gift taxes. So far gift taxes have made their appearance in 
Oregon, Wisconsin, Virginia, Colorado, Minnesota, North Carolina, Tennessee and 


California. 


* Heiner v. Donnan, 285 U. S. 312 (1932). 

“Burnet v. Northern Trust Co., 283 U. S, 782 (1931). 

5 Helvering v. Helmholz, 296 U. S. 93 (1935). 

® White v. Poor, 296 U. S. 98 (1935). 7 White v. Poor, supra note 6. 

® Helvering v. Hallock, 60 Sup. Ct. 444 (1940), overruling Helvering v. St. Louis Union Trust Co., 
296 U. S. 39 (1935), and Becker v. St. Louis Union Trust Co., 296 U. S. 48 (1935). 

® Actually, because the estate tax is imposed on the entire estate without deducting the tax, while the 
gift tax is imposed on the amount actually passing to the donees, the rates of the latter tax are less than 
75% of the former. Thus, for an estate of $10,040,000 the gift tax is about 50% of the estate tax. MonrT- 
GOMERY, FEDERAL Taxes ON EstaTEs, TRUsTS AND GIFTS, 1938-39, pp. 370-371. 
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The federal gift tax, and those of several of the states, are cumulative, that is, the 
rate brackets applicable to the gifts made in any year are determined by setting such 
gifts on top of the aggregate of gifts made in prior years since the start of the con- 
tinuous imposition of the tax.’° Thus, in effect, the gifts made throughout the 
various years are treated as if made at one time. By this method there is prevented 
avoidance of the gift tax by a spread of gifts over many years, and thereby the gift 
tax, with respect to gifts inter vivos, is given all of the efficacy of the estate tax. Even 
so, the gift tax falls far short of the mark, for the grantor can, by evenly dividing his 
gifts between gifts inter vivos and transfers at death, bring his transfers down into 
much lower brackets than would be applicable if he made all of his transfers either 
as gifts inter vivos or as transfers at death.1! It is the same result as that accom- 
plished under the income tax by dividing the income equally between husband and 
wife. As a result, the prospective decedent still has the problem of making transfers 
inter vivos without wholly removing his fingers from the property transferred, and 
yet without leaving it within the reach of death taxes. 

The suggestion is almost immediate that the gift tax and death tax be combined 
into a single cumulative transfer tax. The scheme of the federal gift tax could be 
used, with the transfers in the year of death, both inter vivos and at death, regarded 
as the final transfers. The rate brackets applicable to the year of death would be 
determined, as under the present federal gift tax, by superimposing the transfers 
made in that year, both inter vivos and at death, upon the aggregate of transfers 
made in prior years. 

Validity of such a scheme of transfer tax, combining pure gifts inter vivos with 
transfers at death under one tax, is now clear.12 Moreover, if such a tax is enacted, 
there is nothing to prevent inclusion of gifts made prior to the date of enactment in 
determining the rate brackets applicable to transfers made after the date of enact- 
ment. It has been held, for example, that property otherwise beyond the reach of a 
state inheritance tax because beyond the borders of the taxing state could be included 
for the purpose of determining the rate,’* and likewise that stores otherwise beyond 
the reach of a chain store tax because beyond the borders of the taxing state could 
be included for the purpose of determining the rate.’* It should follow that transfers 
otherwise beyond the reach of the taxing act because made before enactment of the 
act could be included for the purpose of determining the rate brackets applicable to 
transfers made after enactment of the act. From the standpoint of practical adminis- 
tration, however, the gifts to be included for this purpose could include only those 
made since the enactment of the gift tax. Discovery of gifts made prior to that time 


10 "This feature was not present in the federal gift tax adopted in 1924. 

Yt is possible to calculate the respective portions of an estate which should be given away during 
the owner’s life and retained until his death in order to produce the minimum combined gift and estate 
tax. For a table illustrating these proportions for estates of various sizes, see MONTGOMERY, FEDERAL TAXES 
on Estates, TRuUsTs AND GIFTs, 1938-39, p. 427. In an estate of $5,000,000, the minimum rate is reached 
when the owner retains $640,000. The minimum combined rate is then 19.5% as against the estate tax 
rate on the entire estate of 38%. Id. at 426. 

12 Helvering v. Bullard, 303 U. S. 297 (1938). 18 Maxwell v. Bugbee, 250 U. S. 525 (1919). 

** Great Atlantic & Pacific Tea Co. v. Grosjean, 301 U. S. 412 (1937). 
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would be impracticable. Considering both validity and practical administration, 
then, the gifts to be included for the purpose of determining the rate brackets ap- 
plicable under such a combined gift and estate tax could include the gifts made in 
prior years from the beginning of the continuous imposition of the gift tax which, 
together with the estate tax, it supersedes. 

For example, suppose Congress enacted such a tax applicable to decedents dying 
after December 31, 1940, and that a certain decedent died December 1, 1941. Suppose 
further that the schedule of rates under the new transfer tax was the same as the 
schedule of rates under the present federal gift tax law, and that the other provisions 
of the present gift tax law were also embodied in the new law. Suppose also that this 
particular decedent had made gifts in prior years totaling, after deducting the $4,000 
exclusion applicable to each donee in any one year ($5,000 with respect to gifts made 
before 1939), and after deducting gifts to charities, and so forth, but before deducting 
the so-called specific exemption of $40,000—totaling, with these deductions, $400,000. 
Now suppose that in 1941 he made gifts totaling, with similar deductions, $200,000 
up to the date of death, and $400,000 in transfers at death. His transfer tax for the 
year of death would be computed as follows: 





“VP eVDS ETS 712 13.17 UA eg SU Ns Te Oe $ 400,000 
Gifts inter vivos in 1941, the year of death.....................05. 200,000 
Total transhers in year of death... « ............60cccc econ eee $ 600,000 
EE re re ee rer ee 400,000 
“PUtal Peni ts cop gt is shies sere et lar ea ne tak heh PE rs wee Ee rece $1,000,000 
SE EE GUNN, 5.5550 SS beer hla ees) SNe aS 40,000 
EE Posie 2 Shiu Oba bib kak K) SASS SANA Ross tear $ 960,000 
Tax on this amount under schedule adopted....................00.020 eeu $158,250 
Deduct 
Tax under same schedule on total of gifts made in prior years: 
eee Ge ees ieee WN UNE PUREE... 2. eee es $ 400,000 
RE Oe eC Se peer tree 40,000 
rn eS OT OB isn oon oi vs aac ta cie sana oe 360,000 
em is GIN Seer GUNG SIS... . «no ce icc ceca eee es eeen 43,950 
Tax payable on trantiers in year Of Geath........ 2.0.0... secs seen ce eeee $114,300 


The same integrating scheme could be applied, with slight variation, to the state 
gift and inheritance taxes, the rates of which vary according to the relation of the 
donee or legatee to the donor or decedent. Under this scheme it is obvious that a 
prospective decedent would have nothing to gain, as far as taxes on gifts and transfers 
at death are concerned, by making gifts during his lifetime. It might, in fact, be 
said that he would tend to defer gifts in order to defer the payment of the taxes and 
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thereby to save the interest for the period of deferment on. the amount of taxes 
involved. This tendency could be counteracted by allowance of a credit against the 
tax payable for the final year, of an amount computed like interest, at say 3 or 4%, 
on the taxes paid for prior years from the dates of payment to the date of death. 
The saving, however, that gifts inter vivos ordinarily effect in income taxes, by 
dividing the income-producing capital and thus bringing the donor’s income down 
into lower brackets, might be expected to counteract any tendency to defer gifts 
merely to save the interest on the tax amounts for the period of deferment. Perhaps, 
then, any credit against the final tax on account of such interest lost where transfer 
taxes have been paid in prior years might be disregarded. . 

In any case, it is obvious that with replacement of the separate gift and death 
taxes by a single transfer tax the reason for all testamentary substitutes, at least as 
far as taxes are concerned, will have disappeared. Transfers in contemplation of 
death, transfers to take effect in possession or enjoyment at or after death, and trans- 
fers with a power reserved, in all of their motley forms, with all of their gossamer 
distinctions, that have fed for a generation the fires of battle between tax lawyers on 
the one hand and tax administrators and legislative bodies on the other, that have 
evoked from the courts a type of reasoning reminiscent of the seminars of the middle 
ages, that have kept the fingers of prospective decedents quivering with the faint 
caress of property transferred but still theirs, yet not theirs—all these will vanish 
when the separation between the gift and death taxes is borne to its final resting 
place. 











NEW ROADS TOWARD THE SETTLEMENT OF 
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The expansion of governmental functions has intensified the dual problem of 
finding adequate public revenues and distributing the burden of taxation equitably 
among taxpayers according to their ability to pay. The revenue laws must be as 
delicately planned as the arrangement of cargo for the hold of a ship if they are to 
equilibrate the incidence of a variety of taxes. Their complexity sometimes mystifies 
taxpayers but it also protects them, for graduated rate structures, exemptions, deduc- 
tion provisions and the like are guarantees that the weight of their tax burdens will 
be measured ones. It is inevitable, however, that the growth of those burdens in size 
and complexity has placed greater stakes at issue between the taxpayer and the gov- 
ernment, multiplied the number of controversial issues, and therefore sharpened the 
spirit of controversy on each side. Litigation is abroad in the land to obstruct the 
effective collection of the revenues. It would only flare up the more under a simplifi- 
cation of the revenue laws which would rudely level away detailed provisions for the 
equitable adjustment of tax burdens. It is pertinent, however, to inquire whether it 
cannot be minimized through a more effective administrative and judicial procedure 
for the settlement of controversies. 

It is a tribute to the cooperation between taxpayers and government that while 
controverted cases involved amounts out of all proportion to their number, they 
represent only 5% of the average seven million annual returns, based entirely on 
self-assessment, which the government receives in the field of income taxation alone. 
Such controversies arise because the taxpayer has failed unintentionally or deliberately 
to make an accurate self-assessment, or because the government has erred in its own 
appraisal of the taxpayer’s liability, or because there is a valid issue between them 
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which might be resolved with equal reason for. either side. Because they involve 
major issues and large sums of money their settlement is of far-reaching importance. 
Yet the administrative and judicial procedure which governs them has in its hap- 
hazard development long been a tortuous maze deflecting rather than speeding the 
course of settlement. 


ADMINISTRATIVE PROCEDURE 


The entire administrative machinery engendered by the adoption of the income 
tax was originally centralized in Washington. The war and post-war years brought 
in their wake a volume of tax litigation so complex and widespread as to defy solu- 
tion so long as the efforts at solution were concentrated in the capital. Decentraliza- 
tion became urgent, and in the early nineteen twenties the Bureau of Internal 
Revenue took the first steps in that direction, a tropistic response to current exigencies 
rather than a plan. The Internal Revenue Agents in charge of various geographic 
subdivisions received authority to conduct conferences and settle disputed cases. 
Thereafter the Committee on Appeals and Review adopted the practice of hearing 
cases outside of Washington. It was superseded in 1924 by the present Board of Tax 
Appeals, whose decisions were in 1926 made subject to review by the Circuit Courts 
of Appeals and the Court of Appeals for the District of Columbia. The Board slowly 
developed its circuit calendars and the hearings which it held in various cities com- 
pelled the presence of attorneys from the Appeals Division of the Bureau of Internal 
Revenue and Technical Staff members. 

Duplicate procedures and overlapping administrative and judicial functions set- 
tled into the folds of this pragmatic development, and entrenched themselves over 
the years through the inertia of taxpayers and government. They have engendered 
delays and uncertainties of such proportions as to threaten seriously the protection 
both of the taxpayer’s interest and of the government’s revenues. In view of the 
honesty of the overwhelming number of taxpayers and the high caliber of the 
government’s tax administrators, factors which would normally expedite disposition 
of the cases, the halting and creaking of the settlement procedure seems due to 
internal causes. 

Over a year ago a survey of this procedure marshalled the evidence of its chronic 
weaknesses.! The picture that emerged therefrom resembles an hour glass in which 
the sands of litigated cases fall from their administrative container into the narrow 
radius of the Board of Tax Appeals only to be imprisoned therein in a curious sifter 
which slowly strains a few of them into the inverted form of judicial review, but 
spouts the great number back for administrative settlement. For many years there 
has been little variation in the vast amounts represented by the litigation which has 
thus proceeded along unpredictable paths to settlement, and both the taxpayer and the 
government have watched the process with increasing concern. At the close of the 
fiscal year 1938-1939 there were 7,864 cases involving $456,974,846 pending before the 


* Traynor, Administrative and Judicial Procedure for Federal Income, Estate, and Gift Tax Cases 
(1938) 38 Cox. L. Rev. 1393. 
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Board of Tax Appeals and the courts that review its decisions. Before the Board itself 
there were 6,574 cases.1* It is impossible for the Board to hear more than one fifth of 
that number of cases within a year, and the uninitiated may well wonder how it con- 
tinues to function at all. It does so only by a process which returned for adminis- 
trative settlement a jetsam nearly 71% of the cases on its calendar for the fiscal year 
1938-1939, and nearly 74% in the preceding year. 

If this process were a swift one it might work no harm, but its pace is that of the 
tortoise. The Board can consult no oracle to determine which of the cases on its 
jammed calendar it will itself hear, and it can derive little comfort from the fact that 
it is annually rescued from submersion by administrative confreres just as the waves 
of a new year close over it. In the interim it is under constant pressure to clear its 
congested calendar. Even now the number of new petitions for a Board hearing 
filed annually almost keeps pace with the number of cases disposed of annually. At 
the end of the fiscal year 1938-1939, there remained an accumulation of 6,574 cases 
to retard the disposition of new cases. 

Meanwhile the taxpayer and the government suffer the bedevilment of uncer- 
tainty and delay. The great bulk of the petitions to the Board involve small amounts 
- and turn on factual questions which could more appropriately have been settled at 
the outset by agreement between the taxpayer and the Commissioner,” Numerically 
the cases settled administratively after petition to the Board represented only 2.1% of 
the total number administratively settled in the typical fiscal year 1937-1938, but they 
tied up 15.1% of the total amount of deficiencies and penalties.* Their transitory ap- 
pearance on the Board’s calendar, from which they are transferred for administrative 
settlement, results in serious delay, not only in their own disposition but in that 
of the cases eventually heard by the Board. A study based on income tax cases closed 
by the Board in 1934 revealed an average spread of six years between the tax year 
involved and the Board’s decision, and it is estimated that there is still an average 
spread of five years. Nor does the story end there, for many cases linger an average 
of almost two years before decision in the Circuit Courts of Appeals and sometimes 
another year before decision by the Supreme Court. 

The government risks the loss of substantial amounts of revenue in these long 
delays during which the taxpayer may become unable to meet his full tax liability. 
Neither a bond nor any other security is required of him when he files a petition 
with the Board, and the petition itself stays both assessment and collection of the 
deficiency until determination by the Board. While the Commissioner has authority 
to make a jeopardy assessment whenever in his judgment the collection of a 
deficiency might otherwise be jeopardized, he cannot anticipate all of the cases which 
require such action. In the typical fiscal year of 1936-1937 over 119%, amounting to 
$1,745,203, of the total amount assessed under Board decisions after hearing proved 
uncollectible.* Such a leakage is serious over the years. The taxpayer meanwhile 
suffers the greatest uncertainty in the conduct of his personal or business affairs. 


** Nearly 5000 new petitions are being filed annually. 
2 Id. at 1398. 5 Id. at 1395. ‘Id. at 1397. 
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The congested calendar of the Board of Tax Appeals is the major symptom of a 
chronic delay whose causes lie elsewhere. There is something basically wrong in a 
procedure which enables so many cases to travel the long, expensive and futile route 
up to the threshold of a judicial settlement only to retrace their steps at that point 
to an administrative settlement or to be abandoned altogether by the taxpayer or the 
government. If this great mass of cases could be weeded out at the start the 
Board’s calendar would be limited to that small number of cases which require a 
judicial hearing. Manifestly the critical accumulation of cases at this stage results 
from some breakdown in the earlier stages of administrative procedure. Evidence 
thereof lies in the fact that by the close of the fiscal year 1938-1939 over 56% of the 
petitions filed with the Board involved amounts of less than $5,000 while over 38°, 
involved amounts of less than $2,000. Even greater significance lies in the abandon- 
ment by the Commissioner of an average of about 70% of the amount of the deficien- 
cies asserted in his ninety-day letters over the fiscal years from 1935 through 1938, a 
percentage not appreciably lowered by the close of the fiscal year 1938-1939. In that 
year the Commissioner recovered only 33.6% of the total amount in controversy. 
A disputed deficiency has traditionally been subject to so many reconsiderations by 
so many different groups within the Bureau of Internal Revenue that settlements 
have often emerged less from prolonged deliberation than from cumulative confusion. 

The decentralization program inaugurated by the Bureau of Internal Revenue in 
1938 and concluded in 1939, to expedite the disposition of those cases which can most 
appropriately be settled in the early stages of the administrative procedure, is a sig- 
nificant step in the right direction. If it fulfills its objectives it may encourage other 
improvements, and therefore merits a brief description. Responsibility for cases in 
their early stages continues to rest with the Internal Revenue Agents in Charge. 
Whenever their investigation discloses grounds for the assertion of a deficiency, they 
send the taxpayer a preliminary thirty-day letter to that effect. The taxpayer may file 
a protest within thirty days and obtain a hearing in the office of the Internal Revenue 
Agent in Charge, who has authority to conclude the case if the conference produces 
an agreement. While the case is subject to review in Washington, its disposition is 
rarely altered. Failing an agreement the taxpayer is notified of the proposed defi- 
ciency and of his opportunity to obtain a hearing before the appropriate field division 
of the Technical Staff. If he does not avail himself of the opportunity, or did not 
originally file a protest after receiving the preliminary thirty-day letter, the Internal 
Revenue Agent in Charge sends him a final ninety-day statutory notice of deficiency 
in the name of the Commissioner. A period of 120 days from the date of the pre- 
liminary thirty-day letter is allowed on the average for the consideration of the 
proceeding in the office of the Internal Revenue Agent in Charge. 

If an agreement cannot be reached with the Internal Revenue Agent in Charge, 
the taxpayer may then obtain a hearing in the appropriate field office of the Technical 
Staff. There are ten field divisions of the Staff, each with its own territorial juris- 


5 The Technical Staff conceded 59.5% in amount, the Appeals Division conceded 75.1% and Board 
decisions reduced the amount by 87.8%. 
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diction and several local offices. The personnel of each consists of a Head and an 
Assistant Head designated by the Commissioner, a Division Counsel and an Assistant 
Division Counsel designated by the Chief Counsel, and a number of technical ad- 
visors, attorneys, auditors and clerks, Each Division considers cases referred to it at 
the request of the taxpayer by the Internal Revenue Agents in Charge situated within 
its territorial jurisdiction. It will not consider, before the issuance of the statutory 
notice of deficiency, any case in which no protest has been filed with the Internal 
Revenue Agent in Charge, or in which the taxpayer does not desire Staff considera- 
tion. If the taxpayer and Technical Staff agree on the disposition of a case it can be 
settled by the Head of the Division without further review in Washington. Failing 
an agreement, a memorandum is prepared in the Staff Division setting forth the 
exact grounds for the assertion of the proposed deficiency. After consideration by the 
Division Counsel it is transmitted to the Internal Revenue Agent in Charge, who 
issues in the name of the Commissioner a statutory notice of deficiency based there- 
upon. Upon its receipt the taxpayer may obtain a hearing before the Staff Division 
in the ninety-day period only under such exceptional circumstances as a shift in legal 
interpretation or a change in the Regulations. 

Once a taxpayer files a petition to the Board of Tax Appeals, the Staff Division, 
in an effort to settle the case administratively, generally grants him a hearing con- 
ducted by the same persons, sometimes with additional officials, who considered the 
case prior to the issuance of the ninety-day letter. The Division Counsel handles 
before the Board of Tax Appeals all cases (1) which originate within the Division 
and which are placed either on a calendar for hearing within the territorial jurisdic- 
tion of the Division, on the Washington calendar, or on the calendar for an adjoining 
Division, and (2) which, although originating in other Divisions, except an adjoin- 
ing Division, are placed on a calendar for hearing within the territorial jurisdiction 
of the Division. Any such case may be settled administratively if the Head of the 
Staff Division and the Division Counsel concur, but otherwise it proceeds to a Board 
hearing. The Commissioner may by written order withdraw from a Staff Division 
any case not docketed before the Board and provide for its disposition under his per- 
sonal direction, and he may in conjunction with the Chief Counsel withdraw a case 
docketed before the Board, provided a copy of such order and the reasons therefor 
are furnished to the Secretary. A taxpayer cannot otherwise have his case considered 
in Washington. This procedure for the cases involving deficiencies is applicable also 
to refund cases, except that refunds of over $20,000 agreed to by a Staff Division are 
subject to review in Washington before final conclusion of the cases. 

This complete decentralized consideration of the cases has significant con- 
sequences. The taxpayer who receives a thirty-day letter realizes that he can no 
longer delay filing a protest until the case has been forwarded to Washington, but 
must do so immediately to avoid receiving a final deficiency letter. While previously 
he could obtain a Technical Staff hearing only by filing a petition with the Board, 
he can now have such a hearing before the issuance of the deficiency letter. Present 
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indications are that early settlements with the Internal Revenue Agents in Charge 
are encouraged by this right of immediate appeal ‘to the Technical Staff. In addition, 
while there will always be many cases settled subsequent to the filing of a petition, 
a significant number of the 70% of the Board dockets now settled without Board 
hearing should henceforth be terminated in the administrative stage, as there is no 
longer any advantage in this regard in delaying consideration of a case which is 
heard by the same officials after the filing of a petition as before. Preliminary figures 
confirm this expectation, for in the last six months of 1939 there were 1,593 petitions 
filed with the Board, as compared with 2,049 in the corresponding period in 1938. 
In the first four months of 1940 there were 1,369 petitions, as compared with 1,678 
in 1939. : 

Substantial improvement in deficiency letters should result from decentralization. 
These letters are prepared in the office of each Internal Revenue Agent in Charge by 
one or two especially qualified persons in all cases which do not have Technical Staff 
consideration. In cases appealed by the taxpayer to the Technical Staff, the deficiency 
letters are in effect prepared by the latter with respect to the issues appealed to it by 
the taxpayer and checked by the attorneys who will later be called upon to defend 
the letters before the Board. Here at last should be a deficiency letter which clearly 
states the reasons for the deficiency. The Appeals Division attorneys who must 
defend the cases before the Board can make known their legal views in the adminis- 
trative stage and thereby forestall such last-minute concessions of the case as they 
have at times been compelled to make in the past. The percentage in amount of 
deficiencies sustained either by Board decision or settlement after petition to the Board 
should rise appreciably now that the interested technicians and attorneys become 
familiar with the deficiency letters before they result in Board petitions and have 
adequate time for preparation of a case in the event of a trial. Such increased prep- 
aration, moreover, makes for more stipulations of fact and shorter hearings. 

Another important advantage of the decentralization program is its convenience 
to the taxpayer. It is simpler for him to appear with his attorney and his books and 
records before a Technical Staff man in his own locality than to proceed to Washing- 
ton to discuss his case. He encounters in the Staff Division a single, unified agency 
empowered to exercise for the Commissioner all of the authority which the Depart- 
ment or any of its branches possesses in the review of protested tax determinations 
made by the Internal Revenue Agents in Charge, in the settlement of contested cases, 
and in the defense of proceedings before the Board. 

There is little ground for the fear that the substitution of ten field divisions and 
thirty-eight offices of the Technical Staff for the unit previously centralized in Wash- 
ington will prevent uniformity in the consideration of cases. The various offices of 
the Internal Revenue Agents in Charge, which consider the great bulk of cases, have 
for years been decentralized. The Income Tax Unit review in Washington had been 
divided among at least five separate audit review divisions, just as the Technical Staff 
review had been divided among at least twelve groups, each headed by a Senior 
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Technical Advisor. The present geographical decentralization differs from such 
functional decentralization only in being more convenient to the taxpayer. The cur- 
rent development of yardsticks of general application should in fact increase uniform- 
ity. Every case concluded in the Staff Divisions is subject to a review in Washington 
intended not to disturb the disposition of the case but to guard against future 
deviations from the accepted Bureau standards. The Staff Divisions themselves 
customarily refer questions to Washington whenever it appears that their local 
consideration might result in a lack of uniformity. 

A question naturally arises as to the disposition of cases involving several field 
divisions. Thus a distribution by a corporation may involve stockholders residing in 
many states. A controversy over a trust may involve a trustee in one part of the 
country and a beneficiary in another. A consolidated return may involve corpora- 
tions in several scattered states, or the return of a single corporation may relate to 
properties and businesses in various parts of the country. The procedures devised 
over the years to deal with these special situations are still in effect and their initial 
consideration continues to rest with the various offices of the Internal Revenue 
Agents in Charge. If a case is not properly coordinated by the time it reaches a Staff 
Division, the latter may deal with it effectively by means of supplementary con- 
ferences held under the auspices of the other Divisions. 

It is too early fully to appraise the effectiveness of the decentralization program. 
Present indications and preliminary figures are all on the favorable side. Its complete 
success will depend upon its ability to bring about an increase in the number of 
settlements in the Offices of the Internal Revenue Agents in Charge; a reduction in 
the number of deficiency letters issued and petitions filed with the Board; a reduction 
in the present: percentages of deficiencies abandoned in the various stages of the 
procedure; and a general reduction in the time factor at each stage. 

Many problems nevertheless remain unsolved. While there should be an increase 
in the already high percentage of cases settled by preliminary conferences in the field, 
there is still no way of insuring the effective operation of the principle of self- 
assessment in subsequent stages. In many instances the taxpayers are responsible for 
delaying settlement in the hope of securing favorable consideration of a weak case. 
Frequently they file Board petitions although they have failed either to file a protest 
with the Internal Revenue Agent in Charge, or, following a hearing by that official 
on their protest, to refer their cases to the Technical Staff. Settlements in the ad- 
ministrative stage are frustrated by this failure to utilize the settlement facilities that 
are available to the taxpayer. They are also blocked by his failure in many instances 
to disclose all of the relevant facts and documents. The Commissioner cannot afford 
the time or expense of wholesale investigation. He must therefore either forego 
assessments which might properly have been made, or risk the assertion of defi- 
ciencies which may prove unfounded. The Appeals Division attorney who files the 
answer is in some instances apt to have no more factual information than the Com- 
missioner, and the Board falls heir to the task of ferreting out the facts, not uncom- 
monly in the midst of surprise testimony and new evidence. 
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As a consequence there is still no sharp line between the administrative con- 
sideration of a case and its judicial review. The filing of a petition to the Board 
should mark the end of administrative and the beginning of judicial consideration. 
Actually the case is for all practical purposes still in the administrative stage for an 
average of two years more. Since neither the taxpayer nor the government can avoid 
the day of reckoning, and the accuracy of the final reckoning depends not upon re- 
peated preliminary considerations but upon the availability of all the pertinent facts, 
it is of the greatest importance to find some catalytic agent which will yield the facts 
in the administrative stage. 

The analysis of the existing procedure which appeared in the Columbia Law Re- 
view over a year ago® contains certain proposals in this regard which are here briefly 
set forth. The Commissioner, in notifying the taxpayer of a proposed deficiency, 
could advise him at the same time of the opportunity to file a protest within ninety 
days to six months. It would be entirely feasible to require such a protest, unlike the 
present protest, to set forth fully the grounds of protest, all the relevant evidentiary 
and ultimate facts, a list and location of relevant books and papers, and the names and 
addresses of persons having knowledge of the facts, together with a brief statement 
of their connection with the transactions in question. The taxpayer might have con- 
siderable latitude in the detail of presentation of such a protest, according to the 
circumstances and complexity of his case, and amplification might be required only 
to protect him from the assertion of deficiencies by the Commissioner which could 
not be later substantiated. Both parties would then have an assurance that any sub- 
sequent disagreement would turn largely upon questions of law and not of fact. 
Pursuant to the filing of such a protest, the taxpayer could avail himself of another 
informal conference in the field with a trained technician familiar with his problem 
and its local background. If this conference failed to produce agreement, the Com- 
missioner could be required to include specific findings of fact in his final notice 
of deficiency. 

The proposed protest procedure rests upon the proposition that a full disclosure 
of the facts by the taxpayer at an early stage is essential to an expeditious and intel- 
ligent disposition of his case. Certainly it is the most effective means of protecting 
him against unnecessary litigation. Since only exceptionally difficult problems should 
reach the stage of protest procedure through which the taxpayer would appeal his 
case to the final administrative authority, there would be all the more reason to 
assemble all the relevant facts at this stage. There is at stake the interests not only 
of the taxpayer in the controverted case, but of all other taxpayers who sooner or later 
might find themselves in a comparable factual situation. It is likewise important to 
the Commissioner to be aware of all of the facts in determining the taxpayer’s liabil- 
ity, if his determinations are to have the presumption of correctness. In practice the 
protest requirements should operate to encourage a disclosure of all the facts in the 
preliminary conference, and in any event should facilitate a settlement of at least 
the factual issues before the case proceeded, to the judicial stage. 


° Traynor, supra note 1. 
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Severe protest requirements could tighten up the loose bearings in the adminis- 
trative machinery without impairing that flexibility so necessary to meet the varying 
circumstances of different cases. The taxpayer would have ample opportunities for 
conference in the preliminary administrative stage. If any new material came to 
light or became relevant as a result of conferences on the protest, the taxpayer would 
be free to amend the protest at any time before determination thereon by the Com- 
missioner, and the latter could in his discretion make his own investigation at this 
stage. If the taxpayer chose thereafter to present his case to the Board of Tax Ap- 
peals, he would be limited as a general rule to the grounds, facts and documents 
outlined in his protest, just as the Commissioner would be enjoined from presenting 
any claim before the Board for an additional deficiency. The Board would have 
before it not the vague deficiency letter of the past but the detailed determination 
and findings of fact of the Commissioner. It would likewise be limited to the issue 
presented by the findings of fact and the protest. 

These limitations could easily be relaxed in appropriate circumstances. Thus in 
the interval between the Commissioner’s determination and the Board’s hearing the 
courts might lay down a rule of law which would lend significance to facts not 
hitherto considered relevant. The Board itself might adopt a view of the facts differ- 
ing from that of the taxpayer and the Commissioner.’ Under such circumstances it 
might allow either party to present new facts or theories provided they related only 
to the transactions covered by the protest and findings of fact, even though other 
transactions also affected the tax liability. The burden of proof to upset the findings 
would rest upon the taxpayer, as it does at present with respect to the assertion of a 
deficiency.™ In sustaining that burden the taxpayer would be at liberty as he is today 
to prove either that the Commissioner’s findings are not supported by any evidence 
or that they are contrary to the weight of the evidence. 

These proposals have aroused a tempest of criticisms in a teapot of misunder- 
standing.® Underlying some of them is a not always clearly defined sentiment that the 
taxpayer stands to lose from the clarification of his case, or that he would have to 
call for expert assistance at an earlier stage to make that clarification possible. In 
actual practice, however, the taxpayer has been his own lawyer or accountant in only 
4.2% of the cases closed by the Technical Staff, 6.79% of the cases settled by the Ap- 
peals Division and 5.6% of the cases decided by the Board—cases which would be 
principally affected by the protest requirement. Moreover, one of the basic causes 
today of inadequate disclosure of the essential facts is the frequent failure of the 
taxpayer’s representative to study his case carefully and to marshall the pertinent facts 

"Id. at 1419, n. 47. 

78 See 5 PauL & MERTENS, FEDERAL INCOME TAXATION (1934) $43.56. 

®See Angell, Procedural Reform in the Judicial Review of Controversies under the Internal Revenue 
Statutes; An Answer to a Proposal (1939) 34 Iu. L. Rev. 151; Youngquist, Proposel Radical Changes in 
the Federal Tax Machinery (1939) 25 A. B. A. J. 291; Seidman, Proposed Procedural Changes in Federal 
Tax Practice (1939) 67 J. of AccouNTANCY 221; Prettyman, The Traynor Proposals—Some Considerations 
(1939) 17 Taxes 397; Prettyman, 4 Comment on the Traynor Plan for Revision of Federal Tax Procedure 


(1939) 27 Geo. L. J. 1038. Cf. Surrey, The Traynor Plan—What It Is (1939) 17 Taxes 393; Surrey, 
Some Suggested Topics in the Field of Tax Administration (1940) 25 Wasu. L. Q. 399. 
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prior to the time he must go to trial before the Board. If the Technical Staff and the 
Revenue Agents in Charge were afforded as detailed and orderly a presentation of 
the taxpayer’s case as is made to the Board, the number of administrative settlements 
would considerably increase. The protest requirement would serve to force complete 
presentation of the case in the administrative stage so that the Commissioner may 
have the adequate information which the presumption of correctness now accorded 
to his deficiency letters assumes he has obtained. 

Other critics have contended that the tightening up of the protest requirement 
would obstruct the settlement of the 982% of the income tax controversies which 
are now settled administratively without the taxpayer’s ever filing a petition with 
the Board. The proposed protest procedure, however, would in practice apply not 
to these cases, but to the 1.8%, representing about 3,688 cases, settled administratively 
after petition to the Board, as well as to the 1,175 cases terminated by Board decision 
on the merits.® It is precisely these cases which, however small a fraction they con- 
stitute of the total number of cases settled administratively, have placed huge amounts 
in litigation for an average period of five to six years. At the close of the fiscal year 
1937-1938 there were 8,553 such cases pending before the Board and the courts that 
review its decisions, involving $513,985,520. At the close of the fiscal year 1938-1939 
there were 7,864 cases pending, involving $456,974,846. 

There have been vociferous objections that the issuance of findings of fact there- 
after by the Commissioner would leave the taxpayer defenseless. Such objections 
give an ironic twist to a proposal intended entirely to ensure the taxpayer a clear 
statement of the reasons for any deficiency asserted against him. The Commissioner 
would be in a position, as he is not today, to make such a statement on the basis of a 
full factual disclosure. His statement would in no way preclude the taxpayer from 
submitting the same facts to the Board which might thereupon make findings con- 
trary to those of the Commissioner. It is therefore wrong to conclude that the 
Commissioner’s findings would be endowed with finality merely because they were 
distinguished by clarity. 

JupictaL Procepure 

The present decentralization of the Bureau of Internal Revenue, together with 
the proposed protest procedure, can do much to reduce that disheartening loss of 
time, money and certainty which has in the past rendered so unsettling the journey 
toward an administrative settlement. Such a revision in the administrative procedure 
is bound to have beneficial repercussions on the judicial procedure by contributing 
to the extrication of factual from legal issues. Nevertheless the fresh delays and 
uncertainties which beset the judicial consideration of a tax controversy indicate that 
there are likewise grave defects in the judicial procedure. 

The decentralization of the Bureau of Internal Revenue places the entire adminis- 
trative consideration of a case, including the issuance of the ninety-day deficiency 


° At most, the protest would only be used in those cases in which deficiency letters are now issued. 
There were 10,241 deficiency letters issued under the income tax in the fiscal year 1937-1938, and 13,288 


in 1938-1939. 
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letter, in the regional office, and the Appeals Division attorneys who represent the 
Commissioner before the Board are permanently stationed in such offices. The need 
for a corresponding decentralization of judicial hearings persists. While the Board 
now hears more than 90% of its cases outside of Washington, disposition of con- 
troversies is prolonged until enough of them accumulate in one region or another to 
justify a circuit trip. Such a trip disposes of a hearing only on the merits, and hear- 
ings on other grounds must still generally be heard in Washington. Thus, a motion 
to dismiss the complaint, a motion for a bill of particulars, a motion for an order 
that undenied allegations be deemed admitted in certain cases, a motion for a re- 
hearing, a motion to settle the amount of a deficiency in accordance with the Board's 
opinion, a motion to settle the contents of the record for appeal, a motion to deter- 
mine the place of trial, and many other motions must in practice be heard in Wash- 
ington. While the new Federal Rules of Civil Procedure have served to modernize 
completely the procedure of the Federal District Courts, no corresponding revision 
has taken place in the Board’s Rules of Practice. Such a revision is partially contingent 
upon an effective decentralization of the Board. 

A feasible proposal for decentralizing the hearings of the Board of Tax Appeals 
has already been suggested.1° It provides for the establishment in each of five 
regional districts of a Board Division of three members having exclusive jurisdiction 
therein to make decisions on behalf of the Board and to dispose of procedural issues 
within the ambit of the new Federal Rules of Civil Procedure. Hearings could be 
held by a single member at various centers within the regions provided he consult 
with other members regarding a decision. 

Such a decentralization of the Board, however, would be but one phase of a 
thoroughgoing revision of the whole judicial procedure in income, estate, and gift 
tax cases. In an ordinary judicial circuit a case progresses in orderly fashion along a 
single route to successively higher courts. In the judicial structure for tax cases 
hearings are held not only before the Board but before 85 District Courts and the 
Court of Claims, and there is no point of concentration for the consideration of like 
cases. The multiplicity of tribunals has increased the complexities of an already 
complex tax law and ridden it with inconsistencies. Since 1913 the federal courts have 
written about 6,000 reported tax decisions. Since its establishment in 1924 the Board 
of Tax Appeals has published about 9,500 opinions and issued about 4,500 unreported 
memorandum opinions. Each year nearly 1,500 new tax cases are decided and the 
mass of precedents grows, and grows more puzzling. 

At present the taxpayer may proceed either along the deficiency procedure 
through the Board of Tax Appeals, or the refund procedure through the numerous 
District Courts and the Court of Claims for the determination of his tax liability. 
The issue is the same in either case, but the differences between the two procedures 
are substantial enough to alter its determination. Differences in the respective statutes 
of limitations, in the methods of judicial review, in the operation of the doctrines of 


1° Traynor, supra note 1, at 1425. 
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estoppel and the like all affect the outcome of the issue. Yet the choice of one pro- 
cedure or the other is often accidental or governed by extraneous considerations. It 
may, for example, hinge upon whether the taxpayer, frequently unaware of the effect 
upon subsequent procedure, resolves a questionable point in his return in his own 
favor or not. While awaiting contest of his tax liability the taxpayer may elect either 
to withhold payment at the risk of having to pay interest in the event of an un- 
favorable decision, or to make payment in the knowledge that he will receive the 
interest thereon in the event of a favorable decision. This parallelism of the deficiency 
procedure and the refund procedure has resulted in a hodgepodge of proceedings 
against the Commissioner in the Board of Tax Appeals, suits against the United 
States in the District Courts and the Court of Claims, and suits against the col- 
lectors in the District Courts.’ This duplication of judicial processes can be ration- 
alized only by a nostalgic attachment for ancient forms. 

The suit for erroneous refund constitutes still a third procedure which serves to 
multiply litigation. The Commissioner may assert a deficiency on the basis of one 
item. The taxpayer may pay the amount in question but within two years file a 
claim for refund based on another item. The Commissioner may upon investigation 
allow the claim, but within another two years announce that he will sue for erroneous 
refund on still a third item. The taxpayer may thereupon rechart the litigation by 
repaying the refund and filing a new claim for refund. Only if the claim is disal- 
lowed and the taxpayer litigates to obtain a judicial hearing does the matter even- 
tually come to an end. Meanwhile neither the taxpayer nor the Commissioner can 
consider the tax year in question closed until the statutes of limitations have run with 
reference to the various procedures. A tax liability may thus hang fire for nearly 
twenty years. 

Under such circumstances, the Board of Tax Appeals can do nothing, even though 
it was established for the purpose of affording a skilled review of these technical 
problems. While it hears the bulk of income, estate, and gift tax controversies, it is 
still powerless to review a case in the absence of a deficiency letter. It can never take 
its proper place in judicial tax procedure so long as it is but one of 87 tribunals of 
original jurisdiction whose decisions have equal weight as precedents. 

The remedy for such a situation is as feasible as it is urgent. The deficiency and 
refund procedures could well be consolidated into a single administrative and judicial 
procedure. A taxpayer claiming to have erroneously overpaid his tax would be 
required to file a refund claim containing the same information as in the protest 
against an asserted deficiency. If the Commissioner disallowed the claim after con- 
ference, he would issue findings of fact containing the reasons for the disallowance. 
The taxpayer could appeal to the Board just as if he were contesting a deficiency. 
In a Board hearing he would be limited to the material in the refund claim as the 
Commissioner would be to the findings of fact. The same procedure would govern 

1 Forty percent of the refund cases filed in the District Courts are in the form of a suit against the 


collector. In such’ suits either party may demand a jury trial, an obsolescent proceeding invoked only four 
times in the fiscal year 1938-1939 and five times in the preceding year. 
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those situations where the Commissioner asserted a deficiency and the taxpayer 
thereupon paid the tax but contested the liability. If he paid the tax before filing a 
protest, he would be required thereafter to file a refund claim. If he filed a protest 
first and paid the tax during the conference thereupon, that protest would merely 
take the place of the refund claim. The statute of limitations should be approx- 
imately the same on the filing of refund claims as on assessments so that neither the 
government nor the taxpayer would have any more advantage under one statute of 
limitations than under the other. 

Once a tax liability for a particular year is placed in issue by either the Commis- 
sioner or the taxpayer, the subsequent consideration of his return should be con- 
clusive as to his entire tax liability for that year, and any further deficiencies or 
refund claims should be barred irrespective of whether the statute of limitations has 
run or not. Where either party wished to concede some issues and at the same time 
continue consideration of others, partial disposition of such cases could be facilitated 
by a provision that the concession of certain issues did not preclude claims or 
deficiencies with respect to others. The final determination of the latter would 

_ determine the tax liability for the given year.?* 

The transfer of refund jurisdiction from the District Courts and the Court of 
Claims to the Board of Tax Appeals, together with the decentralization of the Board, 
would afford both taxpayer and government ready access to a judicial hearing un- 
complicated by delays and uncertainties. Nevertheless these ‘proposals have likewise 
aroused a buzz of criticism with a recurring refrain of admission that the present 
situation is far from satisfactory. The objections seem mere sentimental justifications 
of traditional procedures rather than realistic defenses. There is no reason why “con- 
fidence and cooperation between the citizen and his government” could not be main- 
tained as well or better through the taxpayer’s opportunity to appear before the Board 
as to appear before a District Court. The Board members are better qualified than 
the average District Court judge to hear a tax case and the guarantees thought to be 
inherent in life tenure could equally be provided. 

The suggestion was made in conjunction with these proposals for the coordina- 
tion of judicial review that taxpayers who file petitions with the Board of Tax Ap- 
peals be required to post a bond to guarantee the collectibility of any tax that might 
be found due.!* The posting of a bond by the taxpayer would be entirely in keeping 
with the present character of the Board, which has evolved from an informal ad- 
ministrative agency to a judicial tribunal, and it would guarantee the government 
against an annual average loss of over $2,000,000 in revenue. Vehement objections 
have arisen to this suggestion on the ground that such a requirement would be rigid 
and harsh. Such criticism seems more emotional than convincing. The requirement 
of a bond could be waived whenever circumstances warranted it, as in such atypical 
situations as the Tex-Penn case.* Actually, under the benefits that could be expected 
from the protest procedure, it would probably not apply to more than 15% of the 


2 Traynor, supra note 1, at 1424. 18 Td. at 1433-1435. 
1 Helvering v. Tex-Penn Co., 300 U. S. 481, 491 (1937). 
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taxpayers now filing petitions with the Board. No taxpayer would be required to 
post a bond exceeding the amount of the deficiency in question whereas the bond in 
lieu of payment now required on appeals to the Circuit Courts of Appeals, represent- 
ing nearly one fifth of the cases closed by the Board,’ may be equal to double the 
amount of the deficiency in question. 

The consolidation of original jurisdiction in the Board of Tax Appeals should 
be accompanied by a consolidation of appellate review. There can be neither 
uniformity nor certainty in the disposition of tax cases, so long as the decisions of 
the Board of Tax Appeals remain subject to review by ten Circuit Courts of Appeals 
and the Court of Appeals for the District of Columbia.’® Not only must the Board 
issue decisions subject to this multiple review but it must take into consideration 
the existing decisions of those eleven courts before issuing its own. It has no author- 
itative judicial guidance because it has eleven different guideposts, and the trails 
frequently lead to different destinations. If one court reverses a Board decision, it is 
still possible that another may subsequently uphold a similar decision. It may even 
happen that a single Board decision on several consolidated petitions may be simul- 
taneously upheld and reversed if appeals are thereafter taken by the taxpayers or the 
Commissioner to different Circuit Courts of Appeals.!* 

With inevitable differences of opinion among the Circuit Courts litigation thrives 
and multiplies. A decision adverse to the taxpayers in one circuit leaves taxpayers in 
other circuits free to litigate comparable issues in the hope of obtaining a favorable 
decision. The Commissioner is under constant pressure to litigate, for a decision 
adverse to the government in one circuit may be counteracted by favorable decisions 
in another and a conflict may thus develop in which the Supreme Court will grant 
certiorari. Unless he is on guard to litigate in this manner he risks the loss of revenue, 
for the eleven winds of appellate review can blow capriciously in any direction. A 
plea which he advances unsuccessfully in one circuit may years later be successfully 
advanced by a taxpayer in another connection and another circuit, and the Commis- 
sioner’s failure to try his luck in the interval may entail the loss of huge sums of 
revenue. 

It does not follow, however, that the winds which buffet a controversy about 
upon the stormy seas of litigation finally blow it into port. In the absence of a con- 
flict, the Supreme Court rarely grants certiorari to review a tax case. The decision of 
one circuit on an important issue may thus go unchallenged for years because no case 
presenting the same issue arises in another circuit. The Commissioner is not bound 
in other circuits by such a decision but if he endeavors to develop a conflict which 

15 Traynor, supra note 1, at 1435, 0. 79. 

16 Tt is specious to compare the Board with such agencies as the Securities and Exchange Commission, 
the Federal Trade Commission or the National Labor Relations Board. None of these agencies has any- 
thing like the thousand cases decided annually by the Board. The bulk of cases appealed to the Circuit 
Courts by federal quasi-judicial agencies are from the Board. The proposed decentralization of the Board 
would afford a broader base than exists in the case of other agencies. Tax litigation, moreover, presents a 
unique problem in the discrepancy between the constitutional mandate of tax uniformity and the present 


lack of such uniformity in tax decisions. There is evidence of dissatisfaction even with the other agencies. 
See Traynor, supra note 1, at 1432-1433. 17 Id. at 1407, Nn. 31. 
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will result in an authoritative determination by the Supreme Court, he is apt to incur 
the ill will of those taxpayers to whom the decision is favorable. In any event it is 
not easy to plan the strategy of litigation in such a manner as to produce a conflict 
which will prompt the Supreme Court to grant certiorari. A denial of certiorari, far 
from deciding an issue, leaves it more unsettled than ever by opening the door to 
further litigation in the courts below. In numerous instances the Supreme Court 
steps in after years of such litigation only to make a decision contrary to that of the 
Circuit Court in the original case.18 Thus in 1930 the Board of Tax Appeals held 
that a taxpayer could not deduct a loss on a sale of property to a corporation wholly 
owned by him.?® That decision was reversed by the Court of Appeals for the 
District of Columbia in 1934,?° the Supreme Court thereafter denied certiorari,? and 
the Second, Eighth and Ninth Circuit Courts of Appeals subsequently rendered 
similar decisions.2? In deference to these decisions, the Board allowed the deduction 
of such losses,?* but the Commissioner clung to the view that they were not de- 
ductible. In 1939 his view was confirmed by a decision of the Seventh Circuit Court 
of Appeals.?* The Supreme Court consequently granted certiorari and in 1940 held 
that such losses were not deductible.?25 Between the Board’s consideration of the 
‘issue and the Supreme Court’s determination there intervened a decade of delay and 
uncertainty, which may even yet not be ended.?® The history of the tax status of 
improvements made by a lessee is another example of the inconclusiveness of denial 
of certiorari. In 1919 the Supreme Court denied certiorari to a decision that held 
such improvements were not taxable income to the lessor at the termination of the 
lease.2** There followed two decades of confusion as taxpayers and the Bureau 
sought to evolve a workable rule within the margin afforded by that decision.2® The 
issue was at last ‘squarely faced by the Supreme Court in 1940 and in Helvering v. 
Bruun?® it permitted taxation to the lessor upon termination of the lease, a decision 
which if rendered in 1919 would have prevented much litigation and tax uncertainty. 


18 Td. at 1409, Nn. 34. 19 B. B. Jones, 18 B. T. A. 1225 (1930). 


2° Jones v. Helvering, 71 F. (2d) 214 (App. D. C. 1934). 

21 Helvering v. Jones, 293 U. S. 583 (1934). 

22 Commissioner v. Eldridge, 79 F. (2d) 629 (C. C. A. oth, 1935); Commissioner v. McCreery, 83 F. 
(2d) 817 (C. C. A. gth, 1936); Foster v. Commissioner, 96 F. (2d) 130 (C. C. A. 2d, 1938); Smith v. 
Higgins, 102 F. (2d) 456 (C. C. A. 2d, 1939); Helvering v. Johnson, 104 F. (2d) 140 (C. C. A. 8th, 
1939). Perhaps the Seventh Circuit Court of Appeals should be added to the list: Commissioner v. Edward 
Securities Co., 83 F. (2d) 1007 (C. C. A. 7th, 1936), aff’g per curiam, Edward Securities Corporation, 
30 B. T. A. 918 (1934). 

*8 F.g., Corrado & Galiardi, 22 B. T. A. 847 (1931); A. S. Eldridge, 30) B. T. A. 1322 (1934), aff'd, 
Commissioner v. Eldridge, 79 F. (2d) 629 (C. C. A. oth, 1935); Ralph Hochstetter, 34 B. T. A. 791 
(1936). 

** Commissioner v. Griffiths, 103 F. (2d) 110 (C. C. A. 7th, 1939), rev’g George W. Griffiths, 37 
B. T. A. 314 (1938). 

*° Higgins v. Smith, 60 Sup. Ct. 355 (1940); cf. Griffiths v. Helvering, 60 Sup. Ct. 277 (1940), aff’g 
Commissioner v. Griffiths, 103 F. (2d) 110 (C. C. A. 7th, 1939). 

*° Uncertainties persist in view of the four-to-four affirmance in Helvering v. Johnson, 60 Sup. Ct. 
293 (1940), of the decision in Helvering v. Johnson, 104 F. (2d) 140 (C. C. A. 8th, 1939), allowing 
the loss where the taxpayer’s wife owned 49% of the stock in the vendee corporation. 

*°* Miller v. Gearin, 258 Fed. 225 (C. C. A. oth, 1919), cert. den. 250 U. S. 667 (1919). 

*°> Traynor, supra note 1, at 1408, n. 33. 26¢ 60 Sup. Ct. 631 (1940). 
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The drafting of the revenue acts becomes increasingly difficult in the midst of the 
present maze of complicated legal doctrines and inconsistent decisions. The issues 
which arise under the revenue acts, necessarily intricate despite their skilful draftsman- 
ship, are not clarified by myriad considerations in the present overlapping processes 
of administrative and judicial review. If they receive expert hearings, they need not 
receive endless hearings, and they can proceed expeditiously in an atmosphere of 
cooperation and a framework of coordinated procedure to determinations at least as 
true as those which would result from a long period of litigation. Many a tax 
problem is now no nearer solution after half a dozen Circuit Courts of Appeals have 
battled over it than when the first court pronounced its judgment, and both parties 
must mark time until the Supreme Court finally selects some one of several equally 
reasonable alternatives as the right solution. 

Administrative rulings which are ceaselessly subject to the interpretations of a 
complex judicial system lose much in effectiveness and clarity. An administration 
overwhelmed by too much law cannot adequately instruct the large personnel re- 
quired to administer the revenue acts. Similarly small taxpayers cannot thread their 
way through the complicated maze of tax law without expensive legal assistance. 
Even taxpayers who can afford such assistance find their business or personal trans- 
actions beset by uncertainties while they await long-delayed clarification. 

Appellate review could feasibly be limited to a singie Court of Tax Appeals estab- 
lished either as a separate tribunal or through the enlargement of the Court of 
Appeals for the District of Columbia or the Court of Claims.?* This Court of Tax 
Appeals would be obliged to hear all appeals from the decisions of the various Board 
Divisions, so that any conflict at this juncture could be immediately resolved. It 
could hold periodic hearings in various geographic centers for the convenience of 
taxpayers. Both the Commissioner and taxpayer would then ordinarily be bound by 
its decision. Appeal therefrom would be by certiorari to the Supreme Court and a 
denial of certiorari would settle a question instead of renewing litigation as it does 
under the present system. 

Certain critics have raised a constitutional objection on the ground that the pro- 
posed Court of Tax Appeals would not be a constitutional court, and the routing of 
tax cases to it would accordingly lack due process of law. Such an intermediate 
court, however, could be constituted as a constitutional court if this were necessary.?® 
If only ultimate consideration by a constitutional court is needed, the Supreme Court 
itself would afford such review.?® The weight of authority in any event appears to 


7 Traynor, supra note 1, at 1430. 

*8 Fx parte Bakelite Corporation, 279 U. S. 438 (1929), holding the Court of Customs Appeals, now 
the Court of Customs and Patent Appeals, and Williams v. U. S. 289 U. S. 553 (1933), holding the Court 
of Claims, to be legislative courts, rely mainly on the historical treatment of the subjects dealt with by 
these courts. O’Donoghue v. U. S., 289 U. S. 516 (1933), likewise rests heavily upon history in finding 
the Court of Appeals for the District of Columbia to be both a constitutional and a legislative court. The 
argument of history would, as regards taxation, seem to permit Congress to create a constitutional court 
to hear only tax cases if it so desired. It would appear that Congress possesses the power to choose one 
or the other type of court in this regard and therefore could make its intentions clear as to the choice 
adopted. 
*° Cf. Anniston Mfg. Co. v. Davis, 301 U. S. 337 (1937). 











352 Law and ConTEMPORARY PRroBLEMS 


rest with the proposition that there would be no denial of due process to a taxpayer 
even if his case were reviewed by a legislative court created under the revenue powers 
of Congress.°° 

An attachment persists in some quarters to the present delay and uncertainty on 
the ground that they contribute in the end to the judicially “right” solution. Even 
if it were conceded, however, that there can be but a single solution to each com- 
plicated tax problem, there can be no advantage in delaying it for an average of 
eight to nine years. The Supreme Court could give more effective consideration to 
the few cases of enough consequence to merit review if it were relieved of the 
necessity of passing upon an endless stream of technical tax matters which might 
more appropriately be determined by a tribunal with specialized knowledge thereof. 
There need be little fear that under such a procedure tax problems would be con- 
sidered in isolation from general substantive law. The members of the proposed 
Board divisions, by virtue of their permanent residence in a given area, would be 
exceptionally well situated to decide issues turning on the substantive law of that 
area. As a matter of fact, approximately only 10% of the issues in tax cases turn on 
questions of local substantive law, which for the most part could be settled by ref- 
" erence to the case or statutory law of the jurisdiction involved. Fewer cases probably 
turn on principles of general substantive law than is frequently asserted, and even 
these might well be referred to a specially qualified tribunal. 

There will always be those who cling to any system that has worked, no matter 
how cumbersomely, on the ground that it is wise to leave bad enough alone. Fear 
of change may serve to maintain the present administrative and judicial procedure 
just as lethargy has in the past. Meanwhile taxpayers may wait patiently for the 
bloom of settlement upon the century-plant of litigation, in the long periods of delay 
and attendant uncertainties which effectively nullify that uniformity of taxation 
which the Constitution prescribes. 


A Preventive Tax Poticy AND Prospective CLosinc AGREEMENTS 


Along with the improvement of settlement procedure, much can be accomplished 
through tax policy designed to prevent controversies from arising. While they can- 
not be prevented altogether, it is possible to reduce the area in which they occur. 
Thus, for many years there was a productive source of litigation in the inequitable 
situations arising from a change of front after the statute of limitations had removed 
any danger from the consequences of such change for earlier years. The cure for 
such litigation was not the development of a speedier and more orderly process of 
determination but the removal of its cause, and Congressional recognition of this 
fact led to the adoption of Section 820 of the Revenue Act of 1938.81 This section 


8° Cf. the statements in Ex parte Bakelite Corporation, 279 U. S. 438 (1929), both as to the treatment 
of claims against the United States (p. 452) and the creation of the Court of Customs Appeals by Con- 
gress under its powers to lay and collect duties on imports and to adopt any appropriate means of 
carrying that power into execution (p. 460). 

* Now Int. Rev. Cope §3801. See generally Maguire, Surrey and Traynor, Section 820 of the 
Revenue Act of 1938 (1939) 48 Yate L. J. 509, 719; Kent, Mitigation of the Statute of Limitations in 
Federal Tax Cases (1939) 27 Cauir. L. Rev. 109. 
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serves to reduce greatly such litigation by mitigating the hardships produced by the 
operation of the statute of limitations and thus removing the economic pressure and 
revenue loss which motivated the litigation. 

The provisions allowing deductions for bad debts and losses on worthless stock 
are another fruitful source of litigation. Here the remedy may lie in statutory revision 
designed to remove the present obstacles to obtaining the deduction by eliminating 
the charge-off requirement and modifying the statute of limitations.2? A thorough- 
going analysis of the issues most frequently in controversy between taxpayers and 
the government would undoubtedly uncover other weaknesses in the statutes which 
can be cured only by substantive action. . 

Revision of the revenue acts is not the only way to prevent controversy at its 
source. Some way must be found to correct the anomalies of a revenue system in 
which the government enacts complex statutes and promulgates equally complex 
regulations without affording any guide to their interpretation, and then forces the 
taxpayer to construe them at his peril. Necessarily complicated statutory provisions 
and regulations, unusual fact situations, new business conditions, are bound to present 
taxpayers with tax questions difficult of resolution. But the very intricacy of the 
problems only heightens the taxpayers’ need for definite solutions, so that they may 
plan their business and family affairs in an atmosphere of certainty. Economic and 
social waste inevitably results from a system in which solutions are finally attained 
only by arduous controversies in administrative offices and judicial forums. The 
denial by the Bureau of Internal Revenue of expected tax consequences generally 
leads the taxpayer to resort to litigation in an effort to obtain from the courts a 
confirmation of those consequences. Yet for years the policy of the Bureau was 
characterized by a steadfast refusal to issue rulings on contemplated transactions.5* 
If, for example, a question arose as to whether a corporate exchange involving mil- 
lions and occasioned by business necessity apart from taxation was or was not a 
tax-free exchange, the Bureau passed upon it only after the exchange had been 
consummated. Its caution sprung from an awareness that the rulings of one Com- 
missioner would not be binding upon the same or a successor Commissioner, as the 
Couzens case demonstrated,** a fear that the Bureau might be compelled to answer 
case after variant case until the taxpayer discovered the most favorable situation, 
and an apprehension that it might otherwise be tricked into rulings harmful to the 
revenue. 

The advocates of a preventive tax policy were aware of these considerations but 
regarded them as outweighed by the advantages that would follow from a system of 
declaratory administrative rulings. Their position was that taxpayers faced with a 
complex law had the right to know where the Bureau stood on a given issue and to 
act in reliance upon such information with the assurance that the Bureau would have 
no subsequent change of heart. The basic question centered upon whether adminis- 
trative guidance should come before the transaction in the form of a binding ruling 


52 Cf. Paut, Srupies IN FEDERAL TAXATION (1937) 235. 
88 Mimeo. 4589, 1937-1 Cum. BULL. 536. %4 James Couzens, 11 B. T. A. 1070 (1928). 
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or after the event in the guise of a deficiency letter. It seemed possible to anticipate 
the dangers in the first system of abuse on the taxpayers’ side by giving the Commis- 
sioner complete control over the issuance of such rulings, and in the Revenue Act of 
1938 Congress determined in favor of declaratory administrative rulings.*® 

This important decision on policy, however, was accomplished in the statute by 
the mere deletion of eight words in the section providing for closing agreements, and 
it has therefore received scant attention. A “closing agreement” is an agreement be- 
tween the taxpayer and the Commissioner with respect to tax liability, approved by 
the Secretary of the Treasury, the Under Secretary, or an Assistant Secretary, and by 
statute made final as respects both taxpayer and government.®® It may relate to any 
internal revenue tax, to the total tax liability for a tax year or to the tax consequences 
of any particular transaction, and to issues of law or to issues of fact. Before 1938 it 
could be made only for “any taxable period ending prior to the date of the agree- 
ment.”7 It thus served merely to impart to the agreed tax consequences of completed 
transactions a finality in advance of that which would eventually ensue from the 
operation of the statute of limitations. In 1938 the words “ending prior to the date 
of the agreement” were deleted,®* so that a closing agreement may now relate not 


- only toa past tax year already closed, but also to a present tax year not yet terminated, 


or to a future tax year not yet commenced. This simple change makes possible a 
thoroughgoing system of declaratory administrative rulings in the form of binding 
agreements between the government and the taxpayers requesting the rulings. An 
agreement not only informs the taxpayer of the Bureau’s position regarding a pro- 
posed transaction but enables him to rely on it thereafter, for under the statute the 
agreement is binding forever. 

While this policy of declaratory administrative rulings is still in its infancy, its 
wisdom has been amply demonstrated. The tax consequences of approximately 
fifty contemplated transactions have been determined by the Bureau and given 
permanent confirmation in closing agreements.*® In about thirty other instances 
when the taxpayers concerned wished merely to ascertain the Bureau’s position on a 
transaction, the Bureau has issued rulings with respect to contemplated transactions 
without entering into closing agreements. The great majority of the agreements 
and rulings relate to the tax-free exchange sections of the Internal Revenue Code— 
reorganizations, recapitalizations, liquidations, and other corporate exchanges. The 
remaining cases present a wide variety of contemplated transactions such as the 
present or March 1, 1913 value of property or securities which the taxpayer intends 
to sell, taxability of a stock dividend, the amount of income that would be realized 


°5 Report of a House Ways and Means Subcommittee on A Proposed Revision of the Revenue Laws 
(1938) 55, 79; H. R. Rep. No. 1860, 75th Cong., 3d Sess. (1938) 67. 

*° Closing agreements are now provided for in §3760 of the Internal Revenue Code. See, generally, 
Surrey, Some Suggested Topics in the Field of Tax Administration (1940) 25 Wasu. L. Q. 399. 

®7 Revenue Act of 1928, §606. *8 Revenue Act of 1938, §8or. 

°° The actual number of agreements concluded in a little more than a year and a half is about one 
thousand, as one transaction may involve many agreements. Thus, on a reorganization agreements may 
be obtained from all stockholders involved as well as from the corporations concerned. 
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on a cancellation of indebtedness, the tax status-of a proposed pension trust, the 
treatment of bond discount, and the amount of corporate earnings and profits. 

Certain procedural norms and policy standards have already been developed in 
regard to these innovations. A declaratory ruling or closing agreement on a con- 
templated transaction will not be considered unless the taxpayer can show that a 
bona fide business or family exigency motivates the transaction regarding the tax 
consequences of which he seeks an opinion. Rigid adherence to this condition, 
necessary to prevent the Bureau from becoming either a gigantic information bureau 
or a sounding-board for tax-dodging schemes, has served to discourage abuses.*° 

The ruling or agreement must relate to a definite set of facts or a definite course 
of future conduct. There has been little difficulty on this score, for the taxpayer 
requesting the administrative action nearly always supplies full information and an 
investigation in the field can be utilized to supply any necessary additional data. 
Control over facts and conduct is supplied by limiting the agreement to specified 
matters and by making the taxpayer’s request part of the agreement under a proviso 
that any misstatement of fact shall render the agreement void. The ascertainment 
of precise and complete factual data is essential to closing agreements with regard 
to past years, for otherwise a proper tax may be foregone or an unjustified tax im- 
posed. These difficulties are not characteristic of future closing agreements, since 
incomplete or inaccurate information simply makes the agreement inapposite to the 
actual facts and hence of no operative effect. A careful check can insure that the 
completed transaction is the same as the contemplated transaction on which the 
ruling was made. 

If a ruling is embodied in a closing agreement, it is rendered secure for all time 
against shifts in statutory interpretation, whether occasioned by judicial decision or 
administrative action. The Bureau benefits from this certainty as well as the taxpayer, 
for the closing agreement prevents the latter from urging that a different tax con- 
sequence be ascribed to the completed transaction. As Congress, however, had no 
intention of providing certainty at the sacrifice of its legislative freedom, both the 
Regulations and each particular closing agreement state that the agreement is subject 
to any future change in the statutory law.*? 

The Bureau has been feeling its way with caution in evolving standards on its 
most difficult question of policy, that of determining the kinds of transactions in 
which declaratory administrative rulings will be issued. While much here depends 
on the particularities of the given case, the consideration of a few general classes may 
serve to illustrate the problem. 

The taxpayer may request a ruling with regard to a contemplated transaction, but 
all the facts relevant to the ruling may be in the past. He may, for example, plan to 
sell some stock; the stock has passed through several reorganizations and corporate 
distributions; the question is the proper basis for determining gain or loss on the 

*°In many of the cases, especially those in the reorganization field, the agent investigating the return 


would formerly have requested a ruling on the transaction, so that issuance of a ruling in advance of the 
transaction does not involve an added burden. *2U. S. Treas. Rec. 103, App. par. 47. 
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intended sale. The ruling is here declaratory only in the sense that it is occasioned by 
an event still in the future. The question to be ruled upon involves only completed 
transactions. Of the situations currently being passed upon, less than 20% are of this 
type. The remaining requests for rulings relate to transactions completely in the 
future, both as to the taxable event itself and the matters upon which the determina- 
tion must turn. Thus, corporations 4 and B are planning to merge; the details of 
the proposed merger are fully described; the question is whether a merger of that 
nature is a tax-free exchange. While the relevant facts here exist only on paper, they 
are precise and certain so that the ruling refers to a course of conduct which is 
definite even though it is in the future. 

Another taxpayer, however, may request a ruling that reaches into a future that 
is highly problematic. He may contemplate construction of a plant to manufacture 
a product whose market, according to his predictions, may exist for only a few years 
after which the plant will then be obsolete. A question then arises as to the deduc- 
tion to be taken each year for obsolescence. Here the factors on which the ruling 
must depend may be so conjectural as to preclude a binding agreement on the part 
of the Bureau. 

From another perspective, a problem arises as to the period of time during which 
a transaction will have tax consequences. At one end of the scale is the transaction 
which has but a single consequence. The taxpayer plans to sell certain property; the 
question is the gain or loss on the contemplated sale. Transactions of this nature as 
a rule present no problems, for the force of the ruling is spent with the completion 
of the transaction. Next on the scale is the transaction which possesses one tax con- 
sequence in the year of consummation and another in some future year. Thus, if 
the contemplated transaction is a reorganization, a ruling that it is cast in the form 
of a tax-free exchange determines not only the tax consequence of the reorganization 
itself but also the basis of the properties and stock involved on their later disposition. 
Here also little difficulty arises, for the tax consequence in the latter year is a neces- 
sary corollary of the tax consequence for the year of the transaction and consistency 
of treatment is the guiding principle.** 

Cases at the other end of the scale give concern, however, for they involve trans- 
actions which have tax consequences throughout a number of future years. Taxpayer 
A plans to establish a trust in which he will retain only the power to control the flow 
of income to the various beneficiaries without himself being able to obtain the in- 
come; he requests a ruling that the income is not taxable to him as grantor. If the 
ruling is granted and made binding for the life of the trust, taxpayer 4 has perma- 
nent insurance against a shift in judicial and administrative interpretation. Taxpayer 
B who created a similar trust but did not secure a ruling will not possess such im- 
munity. It is hardly desirable to place one group of taxpayers beyond the reach of 
changing judicial interpretation and to leave other taxpayers subject to the expanding 
concepts of income tax liability. In the case of the sale, such lack of uniformity is not 


*? Closing’ agreements relating to such transactions in practice determine both questions. 
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serious for the difference in treatment is transitory. Nor is it of much moment in 
the reorganization case, for here one taxpayer merely pays tax at the time of the 
exchange and the other upon disposition of the stock received on the exchange. A 
serious discrimination arises, however, if one taxpayer is accorded the privilege of 
non-taxability on trust income for a score of years when others must pay taxes on 
comparable income. 

Other cases of this nature come to mind. A taxpayer may wish to transfer its 
factory to a possession of the United States, but before doing so seeks a ruling that 
products manufactured in such possession will be tax free if sold in the United States. 
If a closing agreement to this effect were made and the courts thereafter ruled 
otherwise, the taxpayer covered by the agreement will have secured a permanent 
competitive advantage. Taxpayers may contend with much merit that tax certainty 
is highly important in the initiation of long-range transactions of this nature. They 
may note that all of the facts relevant to the tax decision can be stated with definite- 
ness, and are not dependent upon prophecy, as in depreciation or obsolescence sit- 
uations. The advantage of certainty nevertheless seems outweighed by the disadvan- 
tage of lack of uniformity. There is already considerable dissatisfaction with the 
judicial decision to apply the principle of res adjudicata to tax cases,** and it would 
seem that Congress acted wisely in giving the Bureau of Internal Revenue full dis- 
cretionary power with respect to the issuance of declaratory administrative rulings.** 
There is much to be said for expanding the scope of closing agreements, but the 
expansion should proceed at a controlled and temperate rate. 

Several aspects of future closing agreements may be briefly noted in comparison 
with proposals that have been made for another declaratory ruling system. This 
latter system would involve a complete statutory structure and the issuance of 
declaratory rulings on a wide front. A ruling requested by one taxpayer would be 
made applicable to all taxpayers similarly situated by giving them notice of a hearing 
on the proposed ruling. Once issued, and the transaction consummated, the ruling 
could be questioned in the courts by any taxpayer affected, and other interested tax- 
payers could intervene in the ensuing litigation.*® 

There are three main differences between this proposal and the system of closing 
agreements. The former would be complex and would rest on a statutory framework; 
it would contemplate both individual and class rulings; it would allow the taxpayer 
to obtain judicial review of the ruling upon completion of the transaction to which 
it relates. The system of closing agreements, by contrast, is basically simple but sub- 
ject to elastic development through administrative experimentation. Insofar as indi- 
vidual rulings are concerned, and most of the requested rulings would be of this 
nature, the personalized closing agreement is eminently satisfactory. If the ruling is 
of such a broad nature as to be applicable to numerous taxpayers, it can easily be put 

“8 Cf. Paut, SELECTED StupiEs IN FEDERAL TaxaTION (2d Series, 1938) 104, 140. 


‘* H.R. Rep. No. 1860, 75th Cong., 3d Sess. (1938) 67. 
“© Oliphant, Declaratory Rulings (1938) 24 A. B. A. J. 7; Traynor, Declaratory Rulings (1938) 16 Tax 


Mac. 195. 
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into effect by the issuance of a Treasury Regulation. Reliance upon such a Regula- 
tion may be protected by resort to Section 3791(b) of the Internal Revenue Code, 
which would permit a possible change in the Regulation to operate only pros- 
pectively.*® Finally the closing agreement is binding upon the taxpayer as well as 
the government. 

A system of declaratory administrative rulings can well be premised upon admin- 
istrative finality in the field of advance opinions. The value of such a system would 
be impaired by shackling the administrative agency with litigation, much of which 
might prove sterile if the transactions were dropped.** Freedom from litigation after 
consummation of the transaction should also be assured the administrative agency. 
If the taxpayer does not like a ruling, he can simply avoid its acceptance by not 
entering into a closing agreement. For its part the Bureau would not be bound by 
a ruling that the taxpayer does not accept. If the taxpayer should agree with the 
ruling it is fair enough that he forego resort to the courts in the event of a later 
change of heart. Re-opening of the question would impose a new burden on the 
administrative agency and render unavailing the purpose of closing agreements to 
reduce excessive litigation. The extension of such agreements seems destined to do 
- more than any proposed system of declaratory rulings toward affording taxpayers 
that authoritative guidance and protection which they have so long needed. 

*° See, generally, Surrey, The Scope and Effect of Treasury Regulations Under the Income, Estate and 
Gift Taxes (1940) 88 U. oF Pa. L. Rev. 556, 567, ef seq.; PAUL, op. cit. supra note 43, at 72 et seq. Cf. 
Revenue Act of 1926, §1108(b), which, perhaps erroneously, has been omitted from the Internal Revenue 


Code, and §3791(a)(2), which in its new setting appears to possess a scope much wider than was pre- 
sumably intended when the section was first enacted in 1868. 

“7 But cf. Atr’y Gen’s ComM. ON ADMINISTRATIVE PROCEDURE, FEDERAL ALCOHOL ADMINISTRATION 
(Mon. No. 5, 1940) 20-22, and Posr Orrice DEPARTMENT (Mon. No. 13, 1940) 88-91, which seem to 
assume that judicial review in advance of the transaction is an integral part of a system of declaratory 


administrative rulings. 














NEW ROADS TO THE SETTLEMENT OF TAX 
CONTROVERSIES: A CRITICAL COMMENT 


WituraM A. SuTHERLAND* 


The views expressed in the foregoing article are radical in the extreme. We believe 
that the views are as unsound as they are radical. Everyone recognizes the existence of 
certain of the defects in the present system of tax administration to which the authors 
refer. But many will disagree with the analysis of the causes and most of those 
having wide practical experience in the field will, we think, disapprove of the 
remedies proposed. 

Shortly after the “plan” was first published in the Columbia Law Review for 
December 1938, several criticisms of it were published, all of which should be read by 
anyone to whom Mr. Traynor’s and Mr. Surrey’s proposals may appeal.* 

In the short space here allowed we briefly note some of the most obvious objec- 
tions to the “plan.” 

Administrative Procedure. The authors assume that the failure of the Bureau of 
Internal Revenue to dispose of most of the cases which are appealed to the Board of 
Tax Appeals, and which are in large part disposed of without trial, is due to the 
taxpayer’s failure to show his full hand during the administrative consideration of 
the case and to disclose fully the facts within his knowledge. They propose, there- 
fore, to make the administrative procedure, in the last stages at least, very much more 
formal and to require that a full statement of all the facts to be relied upon—with 
a complete list of witnesses and documents—be presented to the Bureau before the 
go-day letter is issued; and the taxpayer would then be confined to that evidence in 
subsequent litigation, except for special cause shown. 

The diagnosis is wrong and the prescription would be fatal. The failure to reach 
an early agreement in more cases is not due primarily to a failure of the taxpayer to 
disclose the facts within his knowledge. It is due usually to a disagreement on facts 
or law. The Bureau usually knows, before the go-day letter is issued, most of the 


* A.B., 1914, University of Virginia; LL.B., 1917, Harvard University; A.M., 1919, University of Wis- 
consin. Member of Georgia and District of Columbia Bars. General Solicitor, Tennessee Valley Authority, 
1933-1934. Member, Committee on Federal Taxation of Corporations, National Tax Association. Member 
of Committee, Tax Section, American Bar Association. 

* Prettyman, 4 Comment on the Traynor Plan for Revision of Federal Tax Procedure (1939) 27 Geo. 
L. J. 1038; Prettyman, The Traynor Proposals—Some Considerations, 17 Tax MacazineE 397; Youngquist, 
Proposed Radical Changes in the Federal Tax Machinery (1939) 25 A. B. A. J. 291; Angell, Procedural 
Reform in the Judicial Review of Controversies under the Internal Revenue Statutes: An Answer to a 
Proposal (1939) 34 Inu. L. Rev. 151; Pearce, Trends in Federal Tax Procedure (1940) 69 J. oF Account- 
ANCY 369. 
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facts it knows when the cases are later settled after appeal to the Board. Not only 
does the Commissioner have full power to secure what evidence he wants; but the 
taxpayer is generally anxious to get before the Bureau at the earliest possible moment 
the favorable facts—and he is not likely to bring forward the unfavorable facts at 
any time. The failure to settle more cases promptly has been due to the absence, in 
many places in the Department, of the will to have the cases settled in the earlier 
stages. 

That is a matter of policy and personnel and not of procedure; the procedure 
which now exists is entirely adequate. If the will is not there, a more formal pro- 
cedure will not provide it. On the contrary, settlements are promoted by the greatest 
informality in negotiations and would be seriously hampered by formal requirements 
such as the authors propose. In the many cases which are settled after appeal to the 
Board of Tax Appeals the negotiations are completely informal and in many such 
cases a lawyer is never consulted. Under the “plan” which the authors propose, it 
would be necessary to have a lawyer in every case before it left the administrative 
stage, for otherwise important rights might be lost. 

It is my understanding that the authors do not propose to deprive the Board of 
Tax Appeals of the right to exercise an original and completely independent judg- 
ment on the evidence presented, or to give to the Commissioner’s findings of fact any 
greater weight than they now have. I therefore do not state the violent objections 
which I feel the whole Bar would have to any such proposal. 

Requirement of Bond in Board of Tax Appeals. The proposal that the taxpayer 
must give a bond for the tax before he can appeal to the Board of Tax Appeals is 
tantamount to a requirement that the taxpayer pay and then litigate. Such a proposal 
is contrary to the fundamental thought out of which the Board of Tax Appeals 
arose. It would encourage unduly high assessments and undue pressure upon the 
taxpayer, since it would, in effect, deprive many taxpayers of the right of appeal to 
the Board of Tax Appeals and would impose a severe burden on many others. It is 
unnecessary for the protection of the revenue, in view of the right of the Commis- 
sioner to make jeopardy assessments where delay is likely to endanger collection. 

Exclusive Jurisdiction in Board of Tax Appeals. The authors propose to concen- 
trate all tax disputes, refunds as well as proposed assessments, in the Board of Tax 
Appeals. The Board has functioned well and has the confidence of taxpayers. But 
this may be due in large part to the fact that it has functioned along with District 
Courts. Since taxpayers are not compelled to go to the Board, but may pay and sue 
in their local courts—with a jury trial if they choose—taxpayers have accepted its 
decisions with good grace. At the same time there has been little temptation for 
administrative officers to attempt to bring undue influence to bear upon the Board. 

It is of little importance that most of the questions are litigated in the Board. The 
fact that the other avenue is open is vitally important, however few cases may travel 
that road.? 


* See the statement of Lord Chief Justice Hewart in his THe NEw Desporism (1929) 161 (quoted in 
SEN. Doc. No. 145, 79th Cong. 3d Sess. (1939) 18), where he says: “It is obvious that critics of depart- 
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Also if the District Courts were deprived of all jurisdiction in tax cases, tax law 
would lose a substantial part of the healthy contact which it now has with general 
law through the litigation of tax questions in courts in which all other types of legal 
questions are arising. 

Single Court of Tax Appeals. In order to reduce conflicts, the authors propose to 
have all appeals in tax cases go to a single Court of Tax Appeals. All of the objec- 
tions to making the Board of Tax Appeals the only tribunal in which tax cases may 
be tried, apply with almost equal force to this proposal. Conflicts would be eliminated 
and certain lost motion would be saved. But it seems by no means likely that a better 
system of tax law would be evolved or that justice would be better done. And it 
may be safely said that confidence in the fairness of the process would not be pro- 
moted. And after all confidence in the fairness of the process is not much less 
important than fairness itself. That is something that reformers are apt often to 
forget. 

In conclusion, while there is undoubtedly much room for improvement, we be- 
lieve that the needed improvement must come from within the Treasury Depart- 
ment and the Department of Justice. Each employee of the Bureau. should be made 
to feel that it is his duty to get the right answer quickly; and those handling litigated 
cases should be made to understand that their chief duty is the development of a 
consistent body of sound tax law without regard primarily to the amount of taxes 
collected in any particular case. No new procedure is needed; no new legislation is 
needed. It is a problem of policy and personnel. And certainly those charged with 
the problem should not be hampered by any such legislation as the authors propose. 
mental despotism desire, not litigation, but that fairness of decision which, while it renders litigation in 
general unnecessary, is enormously encouraged and fostered by the prevailing knowledge that, in case of 
need, there is a law court in the background. It is not in the smallest degree desired that the departmental 
decisions, when they are given, should be of such a kind as to call for review and correction by a Court of 
Law. On the contrary, what is desired is the exact opposite. But the best way of securing that result is 


to provide that the decision which is taken may, if the party aggrieved be so minded, be brought before 
the Courts in the ordinary way.” 








INDEX—FEDERAL INCOME AND ESTATE TAXATION 


ADMINISTRATION OF REVENUE Laws 

proportion of controverted cases to total income tax 
returns, 336; overcentralization of, before 1938, 
337; volume of cases pending before Board of Tax 
Appeals (hereinafter “BTA”), 337-8; length of 
delays in tax cases, 338; proportion of cases aban- 
doned by Commissioner, 339; decentralization pro- 
gram for, described, 339-40; improvements in, 
achieved by decentralization, 340-2; remaining dif- 
ficulties in, 342-3; new protest procedure proposed 
for, 343-4, criticisms of, 344-5, 359-60; proposal 
for decentralizing hearings of BTA, 346; proposal 
to vest exclusive jurisdiction in BTA, 346-8, crit- 
icisms of, 348, 360; proposal to require petitioners 
to post bond with BTA, 348-9, criticisms of, 348, 
360; proposal to create Court of Tax Appeals, 
349-52, criticisms of, 351-2, 361; uncertain course 
of decision in tax litigation, 350-1; reduction of 
controversies in, by amendments to revenue laws, 
352-3; past refusal to issue declaratory rulings in, 
353-4, changed by 1938 Amendment, 354; policies 
relating to closing agreements in, under 1938 
Amendment, 354-7; proposal to issue broad de- 
claratory rulings in, 357-8. 

. AMeRicAN INsTITUTE OF PuBLIC ACCOUNTANTS 
Committee of, on Federal Taxation: repeal of ex- 
cess profits and capital stock taxes urged by, 298. 

AVOIDANCE AND Evasion 
under income tax: effect on, of non-taxation of 
capital gains, 203; tax exempt securities as a means 
of, 223; perennial nature of problem of, 243-4; 
defined, 244-5; paucity of cases involving, before 
1930, explained, 245-6; effect of statutory par- 
ticularization on, 247; attempted by means of: 
gifts of property, ‘248-9, assignments of income, 
249-51, revocable trusts, 251, joint and separate 
returns of spouses, 253, irrevocable trusts for 
grantor’s benefit, 253-4, tax-free exchanges, 254-5, 
accumulation of corporate earnings, 255-6, 268, 
instalment sales, 256-7, artificial losses, 257-8, 
irrevocable term trusts, 258-60; community property 
laws as aiding, 252, 264; application of Justice 
Holmes’ “line theory” to, 260-1; classification of 
cases of, 262-3; future general trends in, 264-5. 
under the estate tax: general nature of problem, 
309-10, 331; by gifts in contemplation of death, 
311-13, 331, 332; by transfers taking effect upon 
death, 313-16; by revocable transfers, 316-19, 331, 
332; by creating successive estates and powers of 
appointment, 321-3; by insurance where insured 
parts with legal incidents of ownership, 323-5; 
prevention of, by retroactive taxes on transfers inter 
vivos, 325-8; judicial attitudes toward, 310, 328- 
30; gift tax as means of diminishing, 332-3; pro- 
posal to integrate gift and estate taxes to prevent, 
333°-5- 

Becker v. St. Louis Union Trust Co., 316, 318 

Binney v. Long, 327, 328 

Blair v. Comm’r, 250 
Boarp oF Tax APPEALS 
see ADMINISTRATION OF REVENUE Laws. 





Boran, WILi1AM E. 
quoted, on consolidated returns, 307-8. 

Brainard v. Hubbard, 267 

Bullen v. Wisconsin, 260 

Bureau OF INTERNAL REVENUE 
see ADMINISTRATION OF REVENUE Laws. 

Burnet v. Leininger, 251 

Burnet v. Wells, 247, 248, 253, 254, 262 

CANADA 
taxation of capital gains in, 209; excess profits tax 
in, during present war, 296. 

CaprraL Gains TAXATION 
long-continued world-wide controversy as to, 194; 
as affected by “expenditure” and “accrual” theories 
of income taxation, 194-5; three groups of op- 
ponents of, 196, development of federal policy as 
to, from 1913 to 1934, 196-7, 211-12, from 1934 
to 1938, 198, 212-13, since 1938, 198-9, 213; in- 
equities in, caused by other economic factors, 
199-200, 213-14; effect of economic cycle on yield 
of, 201-2, 216; effect of, to discourage retention of 
corporate profits, 202-3; effect of exemption of, on 
tax evasion, 203; practical hardships in, 203-4, 
214-16; effect of, on security price levels, 204-5; 
not deterrent to investment because of low rate 
structure, 205-6; suggestions for liberalizing, 207; 
under early U. S. excise taxes, 209; under Cor- 
porate Excise Tax of 1909, 209-11; under the 16th 
Amendment, 211; difficulties of valuation in, 214- 
15; need for numerous exceptions in, 215-16; de- 
duction of corporate capital losses against, under 
1934 Act, 273, under 1939 Act, 279. 

CapiraL Stock Tax 
under 1918-24 Acts, 270; under NIRA, 272, 296; 
under 1934 Act, 273; under 1935 Act, 275; under 
1936 Act, 276; under 1938 Act, 278; under 1939 
Act, 279; yields of, and excess profits tax since 
1934, 297 (table); difficulties of valuation under, 
297-8; criticisms of, 292, 298. 

Chase National Bank v. U. S., 324 

Collector v. Day, 217, 235 

CONSOLIDATED RETURNS 
under 1917 Act, 271, 304-5; under 1918 Act, 271; 
under 1921-28 Acts, 271-2, 305, 306; under 1932 
Act, 272; under 1934 Act, 273, 305; conflicting 
policies relating to, 305-6; advantages of, 306-7; 
objections to, as promotive of monopoly, 307-8. 

ConsTITUTIONAL Law 
validity of tax on capital gains, 208, 210, 211; 
validity of tax on state and local securities under, 
Pollock case, 232, 236, under recent decisions, 
233, 237; effect of 16th Amendment on taxing 
income from government securities, 233, 238; fed- 
eral government’s power to waive tax immunity, 
237-8; validity of proposals: to tax income from 
tax exempt securities by excise tax, 238-9, to in- 
clude exempt income in measuring income tax, 
239-42; proposals to permit taxing exempt income 
by Constitutional amendment or interstate compact, 
242; validity of tax on: assignor of income, 249, 
settlor of revocable trust, 251, settlor of irrevocable 
trust, 253, accumulated corporate earnings, 256; 


[ 362] 





a eee ee 














invalidity of tax on combined income of spouses, 
252-3; validity of estate tax on dower and curtesy, 
311; invalidity of conclusive presumption concern- 
ing gifts in contemplation of death, 312-13, 332; 
“penumbra theory” supporting taxes to prevent 
avoidance, 312-13, 315-16, 318; validity of estate 
tax on transfers taking effect on death, 315-16, on 
revocable transfers, 317-18, on survivorship in 
joint estates, 319; validity of retroactive taxes on 
transfers inter vivos, 325-8; validity of review of 
tax cases in proposed Court of Tax Appeals, 351-2. 
Coolidge v. Long, 327, 328 
Corliss v. Bowers, 248, 251, 262 
CorPoRATE INCoME TAXEs 
in Civil War period, 266-7; under 1909 Act, 267; 
under 1913 Act, 267-8; under 1916 and 1917 
Acts, 268; under 1918 Act, 268-9; under 1921-8 
Acts, 271-2; under 1932 Act, 272; under 1934 
Act, 273-4; under 1935 Act, 274-5; under 1936 
Act, 275-7; under 1938 Act, 277-8; under 1939 
Act, 278-9; under all above acts since 1909, 280 
(table); significance of increasing resort to, 281; 
justification of, on benefit theory, 282-4; difficulty 
in applying ability-to-pay theory to, 282; applica- 
tion of progressive principle to, 274, 283-4; use of 
cost-factor tax as supplement to, 284-5; use of, as 
supplement to personal income taxes, 285-8, by 
taxation at source, 286, by undistributed profits 
tax, 286-8; as affecting corporate structure, 288, 
monopoly profits, 289, business financing, 289-90, 
employment, 290. See Capirrat Stock Tax, Con- 
SOLIDATED RETURNS, Excess Prorits Tax, INTER- 
COMPANY INCOME TAXATION, PERsoNAL HOLDING 
CorPoRATIONS, UNDISTRIBUTED ProFits Tax. 
CorPoRATE REORGANIZATIONS 
exchanges in, as means of income tax avoidance, 
254-5; provisions exempting exchanges in, under 
1918 Act, 269, under 1921 Act, 271. 
CouzENs, JAMES 
quoted, on consolidated returns, 308. 
DECLARATORY ADMINISTRATIVE RULINGS 
see ADMINISTRATION OF REVENUE Laws. 
Douglass v. Wilcutts, 254, 261 
Dupont v. Comm’r, 247 
Eisner v. Macomber, 248, 255 
Estate Tax 
problem of avoidance under, generally, 309-10; 
imposed on: dower and curtesy, 310-11, gifts in 
contemplation of death, 311-13, transfers taking 
effect on death, 313-16, revocable transfers, 316-19, 
survivorship in joint estates, 319-20, general pow- 
ers of appointment, 320-3, insurance proceeds, 
323-5; judicial attitudes toward, 310, 328-30. See 
AVOIDANCE. 
Evasion 
See AVOIDANCE. 
Excess Prorits Tax 
under 1917 Act, 269-70, 292; under 1918 Act, 
270, 292; under NIRA, 272, 296; under 1934 Act, 
273; under 1935 Act, 275; under 1936 Act, 276; 
under 1938 Act, 278; under 1939 Act, 279; pres- 


INDEX—FEDERAL INCOME AND Estate TAXATION 





363 


World War, 292-3; yield of U. S. war-time, 293; 
effectiveness of high, in war times, 294-5; peace- 
time, in Ireland, Japan; Colombia, Mexico, 296; 
yields of, and capital stock tax since 1934, 298 
(table); administrative difficulties in, 297-8; as 
means of recovering monopoly profits, 289, 299, 
of stabilizing business cycles, 299; difficulty in 
fixing value base for, 300. 

FepEraL Tax SysTEM 
development of, prior to Civil War, 162-3, during 
and after Civil War, 163, prior to World War, 
163-4, during World War, 164, during 1920's, 165, 
during 1930’s (personal income taxes), 165, (cor- 
porate income taxes), 165-7, (payroll taxes), 167, 
(estate taxes), 167, (liquor taxes), -167-8, (mis- 
cellaneous excises), 168, (processing taxes), 168; 
general tendencies in, 162, 169; development of 
taxation of capital gains in, 196-9, 209-13. 

Flint v. Stone Tracy Co., 239 

FRANCE 
taxation of capital gains in, 201, 209; excess profits 
tax in, during present war, 295. 

GERMANY 
income exemptions in, 175; taxation of capital 
gains in, 201; effect of increase of corporate tax 
rates in, 283; income tax collected at corporate 
source in, 286; failure of incentive taxation in, 
290; excess profits tax in, during present war, 295. 

GiFTs 
difficulties in taxing, in contemplation of death 
under estate tax, 311-13, 331; use of, to avoid 
estate tax, 331-2; use of tax on, to deter avoidance, 
332-3; proposal that tax on, be integrated with 
estate tax, 333-4. See AvomaNce, Estate Tax. 

Graves v. New York ex rel O’Keefe, 233, 236, 237 

Gray v. Darlington, 209, 210 

Great Atlantic & Pacific Tea Co. v. Grosjean, 241 

Great BriTAIn 

stability of income tax yields in, 174, 212; low in- 

come exemptions in, 175, their psychological ef- 

fects, 180, their administrative difficulties, 180, 

181-2; taxation of capital gains in, 201, 208-9, 

212; family as unit for income tax in, 252; in- 

come tax collected at corporate source in, 286; 

excess profits tax in, during World War, 292-4, 

during present war, 295-6. 

GREEN, WILLIAM R. 

quoted, on tax avoidance, 244. 

Gregory v. Helvering, 246, 247, 248, 254, 255, 261, 

262, 263 

Griffiths v. Helvering, 243, 256, 257, 262 

Groman v, Comm’r, 261 

Haic, R. M. 

quoted, 201. 

Hanes, Joun W. 

quoted, on tax exempt securities, 223, 226-7. 

Heiner v. Donnan, 312, 313, 315 

Helvering v. Bashford, 261 

Helvering v. Blumenthal, 261 

Helvering v. Bruun, 215, 350 

Helvering v. City Bank Farmers Trust Co., 318 





ent, criticized, 291-2, 298; in Great Britain during 





Helvering v. Clifford, 243, 258, 259, 260, 261, 262 








364 


Helvering v. Gerhardt, 233, 237, 238 

Helvering v. Grinnell, 321 

Helvering v. Hallock, 259 

Helvering v. Mountain Producers Corp., 237 

Helvering v. National Grocery Co., 248, 255, 256, 
262 

Helvering v. Schweitzer, 261 

Helvering v. St. Louis Union Trust Co., 316, 318 

Helvering v. Stokes, 261 

Helvering v. Tex-Penn Co., 348 

Higgins v. Smith, 243, 257, 258, 261, 262, 263 

Hoeper v. Tax Comm’r of Wisconsin, 252, 253 

Horst v. Comm’r, 250 

INCENTIVE TAXATION 
effectiveness of, questioned, 290. 

INTERCOMPANY INCOME TAXATION 
special nature of intercompany income, 301; rates 
of, imposed by 1935 Act, 302, by 1936 Act, 303, 
by 1938 Act, 303; reasons for, 302; present law 
imposing, criticized, 303, 304; not imposed in 
Great Britain, 303; future prospects for, 304. See 
ConsoLIDATED RETURNS. 

Isham v. U. S., 246 

Klein v. U. S., 315 

Le Tulle v. Scofield, 261 

Lucas v. Earl, 248, 249, 250, 251, 262 

Lutz, Hartey L. 
report of, on tax exempt securities, 225. 

MaciLit, RoswELt 
quoted, on valuation, 214, on tax exempt securi- 
ties, 223, on excess profits tax, 298. 

Maxwell v. Bugbee, 241 

May v. Heiner, 314, 315 

McCulloch v. Maryland, 222, 235 

MELLON, ANDREW 
arguments of, against high surtaxes, 184, 185. 

National Life Insurance Co. v. U. S., 240 

NationaL Tax AssociaTION 
Committee of, on Federal Taxation of Corpora- 
tions: recommendations by, of cost-factor tax on 
corporations, 284, relating to undistributed profits 
tax, 286-8, to excess profits tax, 292. 

Norris, Georce W. 
quoted, on consolidated returns, 308. 

Parker, L. H. 
quoted, 212, 213. 

Paut, RANDOLPH E. 
quoted, on valuation, 214, on tax avoidance, 264. 

PersonaL Hotpinc CorPoraTIONs 
as means of income tax evasion, 255-6; taxation of, 
under 1913 Act, 268, under 1917 Act, 268, under 
1918 Act, 269, under 1921 Act, 271, under 1934 
Act, 273-4, under 1935 Act, 274-5, under 1936 
Act, 276-7, under 1938 Act, 278. 

Poe v. Seaborn, 248, 249, 251, 252, 261, 262, 264 

Pollock v. Farmers Loan & Trust Co., 199, 210, 232, 
236, 237, 238 

ProcepurE IN Tax Cases 
see ADMINISTRATION OF REVENUE Laws, 

Reinecke v. Northern Trust Co., 317 

Reinecke v. Smith, 251 





InDEX—FEDERAL INCOME AND EstTaTE TAXATION 


RoosEVELT, FRANKLIN D. 
quoted, on tax exempt securities, 223. 

SHuLtz, WiLL1AM J. 
quoted, on tax exempt securities, 225. 

Taft v. Bowers, 248, 262 

TAXATION OF LaRGE INCOMES 
development of surtax rates in, 183-4; tendency of 
high surtaxes to deter equity investments, 185-8; 
incentive to invest in exempt securities given by 
high surtax rates, 186-8, 223; social policies favor- 
ing high, 189-90; productivity of high, 191; de- 
terrent effect of high, on investment, questioned, 
190-3; higher taxes on lower incomes as alternative 
to lowering, 193. 

TAXATION OF SMALL INCOMES 
various groups supporting, 171; estimated yields 
derivable from, 171-4; theory of exemption of, 
175-6; effect of other taxes on, 176-8; stimulation 
of tax consciousness by, 178-80; administrative 
difficulties in, 180-2. 

Tax Exempt SECURITIES 
tax savings from, 186 (table), 218-19; effect of, in 
deterring equity investments, 187-8, 221, 223, 
226-7; proportion of, in decedents’ estates, 188 
(table), 224-5 (table); movement for taxing, 217, 
222, 235, against, 232; expansion in volume of, 
217; law of diminishing utility applied to demand 
for, 218-20; interest differential due to tax savings 
from, 219-20, 225-6, 228-9; importance of, to 
state and local’ governments, 220, 229-32; effect 
of, on progression in income tax, 221, 223, 227-8; 
effect of, on government spending, 224, 228; in- 
terest savings to various governments from, 229- 
31; revenue losses due to, 229-30; constitutional 
problems in taxing, 232-4, 235-8; effect of taxing, 
on structure of government, 234; proposals for in- 
directly taxing, 238-42. See ConsriruTioNnaL Law. 

Tax YIELDs 
of federal system: in 1914, 164, in 1920, 164, in 
1930, 165, in 1939, 168-70; from taxing small 
incomes, estimated, 171-4; of tax on high incomes, 
191; variability of, from taxing capital gains, 201, 
216; of war-time excess profits tax, 293 (table). 

TREMAINE, Morris S. 
quoted, on tax exempt securities, 229. 

TWENTIETH CENTURY FUND 
estimates of yields from taxing small incomes, 172, 
173; excess profits tax criticized by, 291-2. 


UNpIsTriBUTED ProFits Tax 
preliminary efforts to impose under 1934 and 1935 
Acts, 273-4; President urges adoption of, 275; 
provisions of, in 1936 Act, 275-6; revision of, in 
1938 Act, 277-8; elimination of, in 1939 Act, 278; 
as means of supplementing personal income tax, 
275, 286-8, 289, of preventing oversaving, 289-90. 

U. S. v. Field, 320 

U. S. v. Merriam, 265 

War Prorits Tax 
under 1918 Act, 270; proposals for future, 291. 

White v. Poor, 318 

Woolford Realty Co. v. Rose, 247 





